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product of an individual business firm is assumed to be defi- 

nitely known or anticipated by the management or at least 
capable of exploration through experiment. Thus, under condi- 
tions of pure monopoly and of monopolistic competition the de- 
mand situation confronting management at any given time is rep- 
resented by one precisely drawn curve of familiar form. 

In the hope of further illumination let us assume that a particu- 
lar business firm has a more realistic view of demand—in terms of 
probabilities rather than of pseudo-certainties—as graphically 
represented in Figure 1. The curve DD in Figure 1 has the same 
form and inclination as a conventional demand curve. Thus, at 
price PA in Figure 1 the curve DD may seem to indicate that a 
Specific amount of product, OA, is demanded. The present as- 
sumption is, however, that OA in Figure 1 represents merely the 
central tendency of all the various quantities of product which 
may be demanded at price PA under given circumstances accord- 
ing to the firm’s interpretation of probabilities. Thus, OA in Fig- 
ure 1 is not an assuredly demanded quantity at price PA but the 
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mean value of a probability distribution of demand. At different 
prices the curve DD in Figure 1 indicates in this manner the dif- 
ferent central tendencies of demand expectations. 

Further to describe the various demand probability distribu- 
tions at various prices, zones of probability are marked off in 
Figure 1 by the curves d,d,, d,d., etc., on the right of DD, and the 
curves d;d;, d:d;, etc., on the left of DD. The horizontal distances 
between these curves can be measured in units of standard devia- 
tion from the mean. This accords with established statistical 




















practice. In Figure 1, however, the purposes of general exposition 
seem better served by drawing the curves d,d,, d.d,, etc., and d;d;, 
d,d;, etc., in such a way that each successive pair forms the bound- 
aries of a zone within which any actual manifestation of demand 
has the same chance of appearance as within any other such zone. 
Thus, for example, it may be assumed that the quantity actually 
demanded at a specified price has one chance out of a hundred, or 
one chance in ten, or one chance in five, of being marked by a 
point within any one of the indicated zones. When successive 
zones of probability are marked off according to any specification 
of this sort, each zone may be called a “unit zone of probability.” 
If the probabilities of demand roughly conform with the char- 





PROBABILITY ANALYSIS IN DEMAND THEORY 639 


acteristics of the most frequently designated type of normal dis- 
tribution, the greatest concentration of probabilities is in the 
vicinity of the mean. Thus, the central unit zone of probability 
(d,d,d;d; in Figure 1) has its share of probabilities within the 
shortest intervals. Therefore, subject to the indicated conditions, 
the central unit zone has the narrowest horizontal width. By the 
same token the width of other unit zones is greater, the farther 
they are removed from the locus of central tendency. The outer- 
most unit zones of probability cannot be conveniently shown on 
any ordinary diagram because they are too remote from the locus 
of the mean. This leaves, as in Figure 1, only those unit zones in- 
cluding a certain majority of probabilities closest to central tend- 
ency. 

Manifestly, any outlook on demand, such as illustrated in Fig- 
ure 1, is subject to conventional abstractions and simplifications 
altogether familiar in economic theory. Thus, although the curve 
DD in Figure 1 bears some resemblance to the “statistical de- 
mand curves” which the late Professor Henry Schultz and others 
have made well known, DD and its accompanying curves in Figure 
1 apply only to a very simple abstract situation. Moreover, in 
constructing Figure 1 we have assumed an unreal precision in the 
measurement of probabilities. On the other hand, it is submitted 
that the curves in Figure 1 represent a closer approach to actual 
business expectations. Nothing is certain in this world; success is 
most often earned by shrewd judgment of probabilities. Thus, 
DD in Figure 1 is not a demand curve in the ordinary sense but 
the backbone of a more comprehensive diagrammatical represen- 
tation. Other significant features of this view of demand are the 
different zones of demand probability. DD itself in Figure 1 is 
merely the locus of the mean of expectations. 

Now, let us assume that a particular business firm, having the 
outlook on demand shown in Figure 1 and particular anticipa- 
tions of cost of production, has as a result certain expectations of 
total net sales revenue graphically represented in Figure 2. The 
scale of total net revenue in Figure 2 is measured along the verti- 
cal axis. Along the horizontal axis of Figure 2 appears the same 
scale of prices vertically measured in Figure 1. Thus in Figure 2 
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the expected probabilities of net revenue are related to the various 
prices which the firm may charge for its product. The curve RR in 
Figure 2 is the locus of the anticipated central tendency of total 
net revenue at any specified price. Thus at the price PQ shown in 
Figure 2 there is no assurance of an exact amount of net revenue, 
PT; but PT in Figure 2 is the mean value of a net-revenue proba- 
bility distribution at the price PQ. At different prices RR in Fig- 
ure 2 indicates in this fashion the different central tendencies of 
expected total net revenue. 
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Unit zones of probability are marked in Figure 2 in the same 
general manner as in Figure 1. Thus, according to the firm’s ex- 
pectations, any net revenue which may be actually realized at any 
specified price has the same chance of appearance within any one 
of the unit zones of probability in Figure 2 as within any other 
unit zone in the same diagram. These unit zones, marked by the 
CUIVES 1;7;, 7272, etc., and rir, 773, etc., in Figure 2, roughly parallel 
the curve RR. If the various probability distributions all approxi- 
mate the most frequently designated type of normal distribution, 
the central unit zone—7,7,r/7/ in Figure 2—is narrowest; other unit 
zones are greater in width, the farther they are located from RR. 

The curve RR in Figure 2 conforms with the principles of in- 
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creasing and diminishing returns. Up to a particular point in the 
scale of possible prices the central tendency of expected net reve- 
nue increases; beyond that point it decreases. As a result, the 
curve RR assumes an inverted U-shape. The probability zones 
which cluster around RR are roughly likewise in the form of in- 
verted U’s. Chances of loss are indicated in Figure 2 as well as 
probabilities of net gain. Every probability zone in Figure 2 dips 
at both its extremities into the negative area below the horizontal 
axis. If additional unit zones are included in Figure 2 below RR, 
some unit zones may lie entirely in the area of loss. At certain 
prices the curve RR in Figure 2 shows a loss as the mean of ex- 
pectations. At other prices Figure 2 indicates particular chances 
of loss even though the mean of expectations is a net gain. 

In summary, Figure 2 reveals a series of net-revenue probabil- 
ity distributions anticipated by a particular firm at different pos- 
sible prices. At each price a variety of possibilities is recognized in 
each corresponding probability distribution. 

The main question which arises out of the situation, as it is 
presented in Figure 2, is how a particular price can be determined 
for the sale of the product under consideration. Evidently, an in- 
terpretative simplification of Figure 2 is needed to solve this prob- 
lem. The most obvious simplification is to regard the curve RR, 
i.e., the locus of the mean, as representative of the series of proba- 
bility distributions. Since RR in Figure 2 shows at price PQ a 
maximum mean, PT, of total net-revenue expectations, it may be 
concluded that PQ is the price which will be charged by a well- 
informed firm.’ 

Price PQ in Figure 2 is, indeed, a logical solution of the prob- 
lem or a sufficiently close approximation, if management looks 
forward to continuous repetition of the indicated probabilities or 
similar probabilities and if management, as a result, is more con- 
cerned with net revenue over a period than with immediate re- 
turns. Under these conditions it is assumed that deviations from 
RR in Figure 2 eventually cancel one another. Subject to this 

* By a very familiar argument it can be shown that the marginal net revenue, 


corresponding to total net revenue PT in Figure 2, is zero and that corresponding 
marginal gross revenue is equal to marginal cost. 





642 A. J. NICHOL 


assumption, every probability distribution in Figure 2 is very ade- 
quately represented by its mean, as shown by the curve RR. 
Therefore, in this particular case, because of the stability of the 
situation and the firm’s long-range viewpoint, PQ in Figure 2 is an 
altogether logical solution. 

On the other hand, if the given firm is chiefly concerned with 
the immediately evident prospects, as shown in Figures 1 and 2, 
(a) because the underlying situation is transitory or (6) because 
results can be realized only slowly or (c) because the firm itself is 
under financial pressure, then the curve RR in Figure 2 is not, in 
general, sufficiently representative of the different probability dis- 
tributions. Variations in probability dispersion and skewness may 
be inherent in the situation—to a degree more pronounced than 
Figure 2 indicates; and, if these variations are taken into account 
in conjunction with other dynamic conditions, reasons may be 
found for a price considerably different from PQ in Figure 2. 
Under particular circumstances possible deviations from the ex- 
pected mean of net returns become very significant considerations 
in determining price. If so, PQ in Figure 2 cannot be accepted as 
an accurate solution merely because PT, the corresponding mean 
of expectations, is a maximum. 

In constructive summary of this preliminary analysis, there- 
fore, it is evident that, when a given firm is chiefly concerned with 
the probabilities of an immediate situation, as represented in Fig- 
ures 1 and 2, two important auxiliary questions arise: (1) How 
does probability dispersion affect price? (2) How does probability 
skewness affect price? 

The effects of probability dispersion and skewness in Figure 2 
obviously depend upon the psychology and purposes of business 
management. As a matter of general observation, conservative 
business management is more influenced by the fear of losses or 
reduced profits; speculative business management, by the hope of 
greater gains. Thus, if probability dispersion and skewness, as ac- 
tually indicated in Figure 2, vary at different possible prices, op- 
posite price adjustments may be made by different types of man- 
agement: (1) a price adjustment by conservative management to 
lessen chances of loss or very small profits or (2) a price adjustment 
by speculative management to increase chances of greater gains. 
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The general direction of certain underlying influences governing 
these price adjustments is shown by the slope of the curve mm in 
Figure 2. For any given degree of probability, mm in Figure 2 is 
the locus of the price of maximum net revenue. For example, the 
point p on the curve mm in Figure 2 marks the price pg which, of 
all prices, has the greatest mean of zone extremes of net revenue 
within zone 7,7,7,7,. Similar maximum points for other unit zones 
of probability also appear on the curve mm. If the unit zones in 
Figure 2 are more and more finely calibrated, maximum points 
like p multiply and approach one another more and more closely 
in their respective positions on the curve mm. 

In Figure 2 the curve mm is somewhat arbitrarily drawn, with 
an upward slope to the right. As a matter of fact, this curve may 
slope either to the right or to the left; it may be perfectly vertical; 
or it may slope in one direction in part of its course and in another 
elsewhere. 

Fundamentally, the slope of mm in Figure 2 depends upon un- 
derlying conditions of cost of production and demand. Thus, by 
careful comparison of Figures 1 and 2 it can be seen that the slope 
of mm in Figure 2 is a joint result of the relationship between cost 
of production and quantity of product and elasticity of demand in 
the various zones of demand probability in Figure 1. More im- 
portant for immediate purposes, however, is the summary indica- 
tion given by the curve mm of variation in net-revenue probabil- 
ity dispersion and skewness in Figure 2 itself. Out of particular 
conditions of cost of production and demand, particular relation- 
ships arise between possible prices and the dispersion and skew- 
ness of net-revenue probabilities. General characteristics of these 
relationships are indicated in Figure 2 by (a) the slope of mm 
throughout its course and (5) the difference in the slope of mm 
above and below the point P. 

First, let us consider in Figure 2 the general relation between 
possible prices and probability dispersion.? The zone boundaries, 

* To simplify the terminology in the text, the word “dispersion” is used in the 
sense of absolute dispersion from the mean as measured by standard deviation. A 


similar basis for generalization, however, can be established by relating prices with 
“relative dispersion.” 
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as actually drawn in Figure 2, show probability dispersion varying 
in the same general direction as prices throughout the entire 
range. Thus, as a necessary accompaniment of greater dispersion 
at prices greater than PQ in Figure 2, the maximum points of the 
CUrVeS 7:7, T2%2, etc., appear to the right of point P. At the same 
time, as a necessary accompaniment of less dispersion at prices 
less than PQ in Figure 2, the maximum points of the curves r/r/, 
rf, etc., appear to the left of point P. Consequently, in this par- 
ticular case, the curve mm has a positive slope throughout its 
entire course. If probability dispersion varies in the same general 
direction as prices in any situation, as represented in Figure 2, it 
can be shown in this manner that, unless there is a contrary and 
prevailing influence, the curve mm has a positive slope. As a mat- 
ter of similar observation, if probability dispersion varies with 
prices but in an opposite direction, subject to the same general 
limitations, the curve mm has a negative slope. In summary, 
therefore, the curve mm in Figure 2 tends to have a positive slope 
when probability dispersion varies with prices in the same general 
direction; a negative slope, when dispersion varies with prices in 
an opposite direction. Thus, the slope of mm in Figure 2 is direct- 
ly correlated with the direction of variation in probability disper- 
sion.’ 

The correlation between probability skewness and the curve 
mm in Figure 2 is not so easily detected. Skewness must, indeed, 
be defined before its relationships are known. The skewness of a 
unimodal distribution is sometimes measured by a relative dif- 
ference between the mean and the mode (or median). More fun- 
damentally, however, the “absolute skewness” of any probability 
distribution with respect to the mean may be defined as “the dif- 
ference between the root-mean-square of positive deviations from 
the mean and the root-mean-square of corresponding negative 

3 The reference in the text is to variation in absolute dispersion; but it can be 
shown in similar manner that, if relative dispersion consistently varies with prices 
in the same general direction, the curve mm in Figure 2 tends to have a positive 
slope and that, if relative dispersion varies with prices in an opposite direction, 
mm tends to have a negative slope. 
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deviations.”* Thus, if the dispersion of positive deviations is 
greater, the distribution is positively skewed; if the dispersion of 
negative deviations is greater, negatively skewed. To simplify 
present terminology, the word “skewness” is hereinafter used in 
the sense of absolute skewness with respect to the mean.’ 

Sufficient data are not given in Figure 2 to permit exact meas- 
urement of skewness; but its general direction of variation can be 
determined by comparing different vertical distances between suc- 
cessive probability-zone boundaries, first at any given price and 
then at different prices. Thus careful comparison of the various 
zone boundaries, as actually drawn in Figure 2, shows probability 
skewness varying slightly with prices in the same general direc- 
tion. Then the variation in skewness may be related to the curve 
mm in Figure 2 by careful observation of the maximum points of 
the various zone boundaries. By reference to these points it fol- 
lows, as a necessary accompaniment of skewness variation in the 
same direction as prices, that the extremities of the curve mm are 
located in Figure 2 considerably farther to the right than they 
would otherwise be; points on mm near P are only slightly farther 
to the right. Thus, mm in Figure 2 is bent—like an archer’s bobw— 
with a principal point of flexion at or near the point P. By this 
method of observation it can be shown that, when any series of 
net-revenue probability distributions is represented as in Figure 2, 
if skewness varies consistently with prices in the same general 
direction or in an opposite direction, the curve mm tends to be 
bent at or near the point P like an archer’s bow.® In accordance 

‘The difference between standard positive deviation and standard negative 
deviation. Absolute skewness with respect to the median may be defined as “the 
difference between average positive deviation and average negative deviation, the 
atter with sign reversed.” In the text above, however, the problem is, in general, 
one of deviation from the mean rather than from the median. 

5 Ordinarily skewness is defined in relative terms. The analysis of the present 
problem is somewhat simplified by considering skewness in absolute terms. On the 
other hand, a similar basis for generalization can be established by relating prices 
with relative skewness. 

® The reference in the text above is to variation in absolute skewness; but it can 
be shown in similar manner that, if relative skewness varies consistently with prices 


in the same general direction or in an opposition direction, the curve mm in Figure 2 
tends to be bent like an archer’s bow. 
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with this tendency, if skewness varies with prices in the same di- 
rection, the extremities of mm in Figure 2 are bent to the right, as 
specifically illustrated; but, if skewness varies with prices in an 
opposite direction, the extremities of mm are bent to the left. 

Furthermore, by the same method of observation it follows 
that, if dispersion remains constant but skewness varies con- 
sistently with prices in the same general direction or in an oppo- 
site direction, the curve mm in Figure 2—like an archer’s bow 
standing erect—is bent into two branches with opposite slopes. 
Thus, given constant dispersion, if skewness varies with prices in 
the same general direction, the two branches of mm in Figure 2, 
respectively rising and descending from point P, are both inclined 
to the right; but, if skewness varies with prices in an opposite 
direction, the two branches of mm, as they respectively rise and 
descend, are both inclined toward the left. 

When, as actually shown in Figure 2, mm slopes in one general 
direction throughout its entire course, a simple and prevailing re- 
lationship is indicated between dispersion and prices; but in any 
such case the influence of variation in skewness may also be shown 
by differences in the slope of mm above and below the point P. 

Much more complex relationships may be indicated by, or be 
reflected in, the slope of mm in Figure 2. Let us investigate, how- 
ever, the obvious possibility that mm in Figure 2 may have a per- 
fectly vertical slope. By careful comparison of Figures 1 and 2 it 
can easily be seen that mm in Figure 2 is perfectly vertical if 
elasticity of demand in Figure 1 is the same in all zones of demand 
probability and marginal cost is constant. In addition, if mm in 
Figure 2 is perfectly vertical, constant dispersion and skewness’ of 
net-revenue probabilities are indicated at all prices within the 
range of observation. In this special case, therefore, since disper- 
sion and skewness are constant, the curve RR, showing the dif- 
ferent means of expectations, is again fully representative of the 
general situation. Consequently, in this special case, price PQ in 
Figure 2 is again a logical solution. This solution may be quickly 
verified by looking at the situation from a somewhat different 


7 Either constant absolute dispersion and skewness or constant relative dispersion 
and skewness. 
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viewpoint. When mm in Figure 2 is perfectly vertical, net revenue 
is a maximum for every degree of probability at the same price, 
i.e., at price PQ. Thus, for all degrees of probability combined, the 
value of net-revenue expectations is a maximum at price PQ, inas- 
much as the sum of maximums is always itself a maximum. Thus, 
in this particular case, PQ is the solution a fortiori. The conclu- 
sion in this instance may be stated as a general principle. 

I. When under given circumstances in the sale of a product the 
dispersion and skewness of net-revenue probabilities are con- 




















stant® at all prices within the range of observation, equilibrium 
price is determined by the maximum mean of net-revenue expec- 
tations. 

The analysis becomes more significant when variations are rec- 
ognized in probability dispersion and skewness. Under such con- 
ditions the curve mm in Figure 2 departs from a perfectly vertical 
slope. It is advisable, however, to introduce complications gradu- 
ally. Therefore, in the particular situation represented in Figure 2 
and again in Figure 3 let us assume that the skewness of net-reve- 
nue probabilities is constant at all prices. On the other hand, let 


* Either in the absolute or in the relative sense. 
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us assume in Figures 2 and 3 that probability dispersion varies 
with prices in the same general direction. Then, as previously 
demonstrated and as actually indicated in Figures 2 and 3, the 
curve mm has a positive slope, i.e., a slope upward to the right. 
In this particular case, however, any flexion in the curve mm due 
to skewness variation is removed. Subject to these assumptions, 
the effect on price of variation in probability dispersion can be 
more easily determined. 

In order to arrive at a specific solution, however, the psychol- 
ogy and purposes of management must be taken into account. 
To give the problem greater definiteness, let us assume in Figure 
3 that (1) the firm is particularly interested in obtaining at least 
the relatively small amount of net revenue represented in Figure 3 
by OE or its equal FT and (2) the firm in adjusting its price will 
try—without too great sacrifice of other actual or possible ad- 
vantages—to lessen the chances of a loss or any net revenue 
smaller than OE or FT. 

Then, since dispersion in Figure 3 varies with prices in the same 
general direction, dispersion is less at prices less than PQ. There- 
fore, down to a certain point in the price scale the firm has, be- 
cause of less dispersion, fewer chances of a loss or a net gain 
smaller than the specified amount, OE or FT in Figure 3. At the 
same time the chances of a loss or a small net return are adversely 
influenced by a decreasing central tendency, shown in Figure 3 by 
RR. Below a certain point in the price scale in Figure 3 the further 
influence of less dispersion on the specified chances is entirely 
overcome by a further decrease in central tendency. Thus the 
unfavorable chances with which the firm is concerned no longer 
decrease but increase. The particular point in the price scale at 
which this change is effective may be determined in Figure 3 by 
referring to the curve mm and the zone boundary 737;, adding, if 
necessary, other finely calibrated zone boundaries below #,7;. By 
reference to these curves in Figure 3 it can easily be seen that the 
firm’s chances of net revenue less than OE or FT are reduced to a 
minimum at price EH. At first sight, therefore, EH in Figure 3 
may appear to be in this particular case the equilibrium price, 
since, from the firm’s specific viewpoint, a maximum advantage is 
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gained by reducing price from PQ or its equal EF to the amount 
EH. 

In further examination of the problem, however, it does not fol- 
low that the firm will fully reduce its price at equilibrium to EH in 
Figure 3. In the probability distribution at this price the firm has, 
in addition to its chances of a particular net revenue, an indefinite 
variety of other chances of other amounts which it cannot afford 
to ignore. These other possible amounts are represented in the 
mean of expectations. Therefore, when the mean of expectations 
is decreased by reducing price to EH in Figure 3, disadvantages 
are incurred from any managerial viewpoint. These disadvan- 
tages may outweigh the specific advantage in the lessening of par- 
ticular unfavorable chances. Therefore, the firm does not neces- 
sarily gain a net advantage by reducing price from PQ in Figure 3 
to EH. 

Nevertheless, the given firm under the particular circumstances 
has reason to reduce its price from PQ in Figure 3 by at least a 
small amount. With a very small price reduction from PQ in Fig- 
ure 3, chances of net revenue smaller than FT are appreciably 
decreased, as shown by the curve rir;; and by a very small price 
reduction from PQ the decrease in the mean of expectations ap- 
proaches zero. Consequently, by this very slight price adjustment 
a net advantage is assured from the specific viewpoint of the firm. 
Therefore, subject to the given assumptions, the firm will tend to 
charge a price at least a little less than PQ in Figure 3. Obviously, 
a more pronounced price reduction will be made if a greater net 
advantage is gained from management’s particular standpoint. 
Subject to the given assumptions, however, there is no reason for 
any price reduction below the amount EH in Figure 3, for it has 
already been shown that, if price is so reduced, the unfavorable 
chances with which the firm is particularly concerned no longer 
decrease but increase. In summary of this specific case, therefore, 
the given firm according to its particular preferences will tend to 
charge a price less than PQ in Figure 3 but not less than EH. 

Now let us investigate in Figure 3 an opposite business reaction 
to the very same probabilities of net revenue. Let us suppose that 
the given firm is particularly interested in realizing or exceeding a 
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relatively large amount of net revenue represented in Figure 3 by 
OG or its equal JT. Let us assume that the firm will try to in- 
crease the chances of net revenue equal to, or greater than, OG or 
JT without too great sacrifice of other actual or possible advan- 
tages. Then, since probability dispersion in Figure 3 varies in the 
same general direction as prices, dispersion is greater at prices 
greater than PQ. Therefore, up to a certain point in the price 
scale, the firm has, because of greater dispersion, more chances of 
realizing or exceeding net revenue OG or JT. At the same time 
the chances of a relatively large amount of net revenue are ad- 
versely influenced by a decreasing central tendency, shown again 
by RR in Figure 3. Above a certain point in the price scale in 
Figure 3 the further influence of greater dispersion on the specified 
chances is entirely overcome by a further decrease in central 
tendency. Thus the chances in which the firm is so hopefully in- 
terested no longer increase, but decrease. By curves mm and 1,7, 
in Figure 3 it can easily be seen that this change is effective at 
price GK. Thus, by increasing price from PQ in Figure 3 to the 
amount GK, the firm’s chances of realizing or exceeding net reve- 
nue OG or JT are increased to a maximum. From the firm’s spe- 
cific viewpoint, therefore, a maximum advantage is gained by this 
particular increase in price. It does not follow that the given firm 
in this case will fully increase its price in Figure 3 from PQ, or its 
equal GJ, to the amount GK; but, by methods similar to those 
previously employed, it can be shown that the firm in this case 
will tend to charge a price at least a little greater than PQ in Fig- 
ure 3. A more pronounced increase in price will be made if a 
greater net advantage is secured from management’s viewpoint. 
In this specific case, however, there is no reason for any increase in 
price beyond GK in Figure 3, for it has been shown that, if price is 
increased above this amount, the chances in which the firm is par- 
ticularly interested no longer increase but decrease. In summary 
of this specific case, therefore, the given firm will tend to charge a 
price greater than PQ in Figure 3 but not greater than GK. 

In retrospect it is evident that, given the very same probabili- 
ties of net revenue in Figure 3, two specific and opposite business 
reactions have been demonstrated. In the first case management 
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reduces price from PQ in Figure 3 toward a lower limit; in the 
second case management increases price from PQ toward a higher 
limit. 

In this general manner it can be shown that under the given 
circumstances the firm, if particularly concerned with the prob- 
ability of any specific, relatively small amount of net revenue or a 
loss, either great or small, will tend on that account to charge a 
price between PQ in Figure 3 and a particular lower limit cor- 
responding to EH. In every such case the lower limit of price ad- 
justment can be determined in Figure 3 by reference to the curve 
mm. For example, if the given firm is particularly interested in at 
least breaking even (net revenue, ©), the specific lower limit of 
price adjustment is price OW, determined in Figure 3 by mm’s in- 
tersection with the horizontal axis. On the other hand, if manage- 
ment is particularly influenced by chances of realizing or exceed- 
ing any specific, relatively large amount of net revenue, it can be 
shown in the same general manner that management will charge a 
price between PQ in Figure 3, and a particular upper limit corre- 
sponding to GK. In every case of this sort the upper limit of price 
adjustment can be determined in Figure 3 by reference to the 
curve mm. In summary, therefore, two opposite types of business 
reaction have been demonstrated in the same particular situation. 

Up to this point in the analysis, however, price adjustment has 
been directly related in each case with the probability of one 
specific amount of net revenue. Other chances have been consid- 
ered only as reflected in the mean of expectations. In any situa- 
tion such as represented in Figure 3 a firm’s price decision is gov- 
erned, in general, by the probabilities of various specific amounts 
of net revenue—some positive, others negative, some greater than 
PT in Figure 3, others correspondingly less. Thus, in determining 
price, various specific chances are considered not merely within a 
measure of central tendency but on their own respective and 
Separate accounts. In the situation specifically considered in Fig- 
ure 3 let us assume that the firm’s price decision is governed in 
this more complex and more realistic manner. Then, by repeated 
application of the methods previously employed and by synthesis 
of the results, it can be shown that the firm, if predominantly 
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influenced by the probabilities of amounts of net revenue less than 
PT in Figure 3, will charge according to particular preferences a 
price between PQ and a lower limit corresponding to EH. The 
lower limit in this case, however, is determined by much more 
complex calculation. On the other hand, under the given circum- 
stances it can be shown by the same methods that the firm, if pre- 
dominantly influenced by the probabilities of amounts of net reve- 
nue greater than PT in Figure 3, will charge a price between PQ 
and an upper limit corresponding to GK. The upper limit in 
this case is the combined result of many different considerations. 
In summary, therefore, two opposite and general types of business 
reaction have been demonstrated in the same particular situation. 

These two opposite types of business reaction may now be 
related to conservative and to speculative management. In the 
last analysis any distinction between conservative and speculative 
business tendencies is purely relative. Nevertheless, conservative 
and speculative management may be defined with respect to a 
particular problem in a particular situation. Thus, in any situa- 
tion such as is represented in Figures 2 and 3 management may be 
defined as conservative in determination of product price if more 
influenced by chances of loss and chances of net revenue less than 
the maximum mean of expectations; speculative in determination 
of product price, if more influenced by chances of net revenue 
greater than the maximum mean of expectations. Thus, in Fig- 
ures 2 and 3 the maximum mean, PT, helps draw a line of demar- 
cation between conservative and speculative price adjustments in 
this particular problem. 

By virtue of this distinction, it follows from the original as- 
sumptions and the immediately preceding conclusions that, if 
probability skewness in Figure 3 remains constant at all prices but 
dispersion varies with prices in the same general direction, con- 
servative management will charge a price less than PQ, specula- 
tive management a price greater than PQ. 

Next let us briefly and quickly consider how price is influenced 
when probability dispersion varies with prices in an opposite di- 
rection. If skewness in Figure 3 remains constant but the direc- 
tion of variation in dispersion is reversed, the curve mm, as pre- 
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viously demonstrated, has a negative slope, i.e., a slope upward to 
the left. Subject to these conditions, it can be shown by the same 
methods previously employed that conservative management will 
charge a price greater than PQ; speculative management a price 
less than PQ. In this situation, however, as well as in the previous 
situation, the conservative price adjustment is in the direction of 
less dispersion; the speculative price adjustment in the direction 
of greater dispersion. This conclusion can be demonstrated in any 
situation, subject to the same general assumptions. Therefore, the 
conclusion may be stated as a general principle. 

II. When under given circumstances in the sale of a product 
the dispersion of net-revenue probabilities varies at different pos- 
sible prices, price tends to be adjusted away from the maximum 
mean of net-revenue expectations (a) by conservative manage- 
ment in the direction of less dispersion, (b) by speculative manage- 
ment in the direction of greater dispersion.’ 

Logically, the next major step is to investigate the influence of 
probability skewness on price. For this purpose let us assume that 
dispersion in Figure 3 remains constant at all prices but that skew- 
ness varies with prices in the same general direction throughout 
the entire range. This means, as price increases, that skewness 
becomes more and more positive, or less and less negative, or that 
skewness gradually changes from negative to positive. In each in- 
stance, assuming constant dispersion, the curve mm in Figure 3 is 
bent like an erect archer’s bow. Thus the upper branch of mm in 
Figure 3 slopes upward to the right, as previously demonstrated 
and as roughly illustrated in Figure 3; but the lower branch of mm 
in this case slopes downward to the right, as previously demon- 
strated. Then, subject to the given assumptions, it can be shown 
by the methods previously employed that conservative manage- 
ment will charge a price greater than PQ in Figure 3, and specula- 
tive management also a price greater than PQ. Furthermore, if 
probability skewness in Figure 3 varies with prices in an opposite 
direction and dispersion remains constant, it can be shown by the 

9 If relative dispersion varies consistently with prices either in the same general 
direction or in an opposite direction, the principle may be restated in terms of rela- 
tive dispersion. 
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same general methods that both conservative and speculative 
management will charge a price less than PQ. Thus, whether 
skewness varies with prices in the same general direction or in an 
opposite direction, if dispersion is constant, both the conservative 
and the speculative price adjustments are in the general direction 
of more positive skewness or of less negative skewness. In this 
conclusion there need be no element of surprise since, celeris pari- 
bus, a positive difference in probability skewness entails (a) fewer 
chances of loss or very small returns—a particular advantage 
from the conservative viewpoint and (5) more chances of relatively 
large gains—a particular advantage from the speculative view- 
point. Thus, through a positive difference in probability skewness 
both types of management gain an advantage according to their 
respective purposes. The conclusion of this particular part of the 
investigation may be stated as a general principle. 

III. When under given circumstances in the sale of a product 
the skewness of net-revenue probabilities varies at different possi- 
ble prices, price tends to be adjusted away from the maximum 
mean of net-revenue expectations in the direction of greater posi- 
tive skewness or less negative skewness.*° 

The next question is the combined effect of probability dispersion 
and skewness on price. Obviously, when dispersion and skewness 
vary simultaneously at different possible prices, the equilibrium 
price in any situation, such as represented in Figure 3, is the result 
of a net or joint adjustment. Thus, according to particular cir- 
cumstances and the particular disposition and preferences of the 
given firm, dispersion and skewness may intensify each other’s 
effect on price—one may modify the effect of the other, or one 
may overcome the other. A convenient means of diagrammatical 
synthesis lies in the curve mm in Figures 2 and 3. Reviewing all 
the previous demonstrations, it is evident in each case of separate 
variation in dispersion or in skewness that conservative price ad- 
justment from PQ in Figure 3 is in the general direction of mm’s 
lower branch, speculative price adjustment in the general direc- 

1© If relative skewness varies consistently with prices, either in the same general 
direction or in an opposite direction, the principle may be restated in terms of rela- 
tive skewness. 
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tion of mm’s upper branch. By the same methods, subject to the 
same general assumptions, it can be shown that, when dispersion 
and skewness both vary, conservative price adjustment is still in 
the general direction of mm’s lower branch, speculative price ad- 
justment in the general direction of mm’s upper branch. There- 
fore, in any situation such as represented in Figures 2 and 3 the 
resultant price adjustment to dispersion and skewness is corre- 
lated in every case with the slope of an appropriate branch of mm. 

Much more important, however, in any general solution of the 
problem is a central principle of maximum net advantage. With 
this principle the reactions of both conservative and speculative 
management conform. Thus, an underlying unity can be per- 
ceived in different specific solutions according to different man- 
agerial viewpoints. 

In order to state the principle of maximum net advantage in 
simple definite form applicable to the problem in Figure 3, let us 
assume, as we have assumed before, that the given firm is par- 
ticularly interested in its chances of realizing or exceeding at dif- 
ferent prices a given amount of net revenue. Thus, if manage- 
ment is conservative, the amount in question is a loss or a positive 
net gain less than PT in Figure 3; but, if management is specula- 
tive, the amount of particular interest is greater than PT. In ei- 
ther case let the chances of realizing or exceeding the specified net 
revenue be more briefly designated as “‘the specific chances of 
realization.” Although chiefly interested in specific chances, nei- 
ther conservative nor speculative management can afford to ig- 
nore other probabilities, as indicated by the probability distribu- 
tions in Figure 3. On the other hand, management can take the 
other probabilities into general account at different prices through 
the corresponding means of expectations. Let us assume, there- 
fore, that management from its own standpoint summarizes each 
probability distribution at its particular price in Figure 3 by two 
measures: (1) the mean of expectations at the given price, as 
shown by the curve RR, and (2) specific chances of realization, as 
indicated in Figure 3 by the probability-zone boundaries. Then 
we may assume that the firm summarizes the entire series of prob- 
ability distributions in Figure 3 by two correlated series of indi- 
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vidual measures: (1) the means of expectations at different prices 
and (2) the corresponding specific chances of realization. In this 
manner the probability data in Figure 3 are recapitulated in terms 
of two variables. 

The curve CC’ in Figure 4 is a graphical summary of Figure 3 
according to this scheme of measurement. The abscissa of any 
point on CC’ in Figure 4 represents the mean of expectations at a 
particular price in Figure 3; the ordinate of any point on CC’ in 
Figure 4 represents specific chances of realization at a given price. 
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Thus each point on CC’ in Figure 4 epitomizes a particular prob- 
ability distribution in Figure 3 in terms of two salient considera- 
tions. In this manner the entire series of probability distributions 
in Figure 3 is summarized by the curve CC’ in Figure 4 from a 
given firm’s standpoint. 

The amount of net revenue to which the specific chances of 
realization refer is not shown in Figure 4; but this amount is as- 
sumed to be a loss or a relatively small net gain, such as OE in 
Figure 3, if management is conservative; a relatively large net 
gain, such as OG in Figure 3, if management is speculative. In 
either case, the more consistent and intense the firm’s interest in 
the specific chances of realization, the more thoroughly does the 
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curve CC’ in Figure 4 summarize the situation from the given 
firm’s standpoint. 

Each point on CC’ in Figure 4 refers to a particular price in 
Figure 3, but price is not directly indicated in Figure 4 itself. 
Thus, the point P in Figure 4 refers to the price PQ in Figure 3; 
but price PQ is not itself represented in Figure 4. In general, Fig- 
ure 4 identifies prices merely by summarizing their probable re- 
sults. For example, price at point P in Figure 4 is identified only 
by the mean of expectations, PT, and specific chances of realiza- 
tion, PL. Likewise, price at the point S in Figure 4 is identified 
only by the mean of expectations, OB, and specific chances of 
realization, SB. Prices may be completely identified in Figure 4 
by converting it into a three-dimensional diagram. Thus an up- 
right axis can be added to Figure 4; and the curve CC’ can be rep- 
resented in three-dimensional space. 

In this final stage, however, it is an analytical advantage in 
Figure 4 not to have prices directly indicated. Without further 
price identification let us consider the curve CC’ in Figure 4 as it 
lies projected on the plane of the x- and y-axes. Moving from the 
point P in Figure 4 upward along the curve CC’ toward its maxi- 
mum height at M, we follow the projected course of a given 
firm’s price adjustments from PT, the maximum mean of expecta- 
tions, toward the maximum, MV, of specific chances of realiza- 
tion. The point M in Figure 4 may correspond with a conserva- 
tive limit of price adjustment, such as price EH or price OW in 
Figure 3, or with a speculative limit of price adjustment, such as 
price GK in Figure 3. Since prices are not directly indicated in 
Figure 4, however, the point M in this diagram need not be spe- 
cifically identified with either conservative or speculative price 
adjustment but may be generally identified with both types of 
price adjustment. In this manner the derivation of a general prin- 
ciple, applicable to both conservative and speculative manage- 
ment, is made easier. 

It may easily be shown in Figure 4 that the point of maximum 
net advantage is located on the segment MP within the limits M 
and P. No firm in adjusting its price will logically turn from point 
P in Figure 4 downward along the lower right-hand segment PC’. 
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If the given firm follows PC’ in Figure 4 downward, both the 
mean of expectations and the specific chances of realization de- 
crease, subjecting the firm to double disadvantage. Therefore, no 
firm will logically turn in this direction in adjusting its price. By 
the same token, no firm in adjusting its price will logically pass 
beyond the point M in Figure 4 downward along the left-hand 
segment MC, for in this case also both the means of expectations 
and the specific chances of realization decrease. Through an ob- 
vious process of elimination, therefore, the segment M P in Figure 
4 remains as the range within which the ultimate point of solution 
lies. 

No point of maximum net advantage, however, can be specifi- 
cally determined without taking account of the firm’s particular 
preferences. In Figure 4 particular preferences of management 
are indicated by a family of indifference curves, i,4;, i,4,, etc. The 
highest degrees of preference in Figure 4 are shown by the most 
remote indifference curves, since the greater the mean of expecta- 
tions and the greater also the specific chances of realization, the 
greater is the net advantage from management’s viewpoint. As 
one proceeds in Figure 4 from the origin upward at an angle to the 
right, each successive indifference curve refers to a higher degree 
of managerial preference. 

Management is confined, however, to the opportunities repre- 
sented by points on the curve CC’ in Figure 4. Thus, according to 
the preferences specifically indicated in Figure 4, the firm’s great- 
est possible net advantage is represented by the point S at which 
the segment MP is tangent to a particular indifference curve. 
Following the projected course of the firm’s price adjustments up- 
ward in Figure 4 from point P, higher and higher levels of prefer- 
ence are encountered, as shown by successive indifference curves, 
until point S is reached; beyond point S, lower levels of preference 
are re-encountered. Therefore, equilibrium is reached in Figure 4 
at point S on the curve CC’ between the limits P and M. 

For purposes of final exposition, equilibrium price at the point 
S in Figure 4 is sufficiently identified by its associated relation- 
ships. The orientation of specific solutions has already been indi- 
cated in previous analysis. Equilibrium price in Figure 4 is deter- 
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mined at point S by an equality between the slope of the segment 
MP and the slope of a particular indifference curve. It remains 
only to translate this equality into economic terms. For this pur- 
pose two marginal concepts are introduced: (1) the “marginal 
probability of net revenue” from the viewpoint of a particular 
firm and (2) the “‘marginal price risk” of management. These two 
concepts are defined as follows: 

“When, with given probabilities of net revenue from the sale of 
a product, a given firm summarizes the series of net-revenue prob- 
ability distributions at different possible prices by two correlated 
series of individual measures: (a) specific chances of realization at 
different prices, (6) the corresponding means of expectations, 
first, the marginal probability of net revenue at any given price 
from the standpoint of the firm is defined as that difference in 
specific chances of realization associated with one less unit in the 
mean of expectations and a corresponding price adjustment, and, 
second, the marginal price risk of management at any particular 
juncture in the situation is defined as that difference in specific 
chances of realization which, if associated with only one less unit 
in the mean of expectations, will just induce management to make 
a corresponding price adjustment.” 

In accordance with these definitions the backward slope of the 
curve CC’ at any given point in Figure 4 can be easily identified 
with the marginal probability of net revenue at a specific price 
from the given firm’s standpoint; likewise, the backward slope of 
any particular indifference curve at any given point in Figure 4 
can be identified with the marginal price risk of management in a 
particular juncture. Thus, following in Figure 4 the projected 
course of the firm’s price adjustments from point P upward along 
the segment MP, at first the backward slope of CC’ at any given 
point is steeper than the backward slope of the intersecting indif- 
ference curve. Thus, at the given point the marginal probability 
of net revenue is greater than the marginal price risk of manage- 
ment. An incremental relationship of this sort prompts further 
price adjustments away from PQ in Figure 3. Thus the firm is 
brought nearer to point S in Figure 4. Beyond point S in Figure 4, 
however, the marginal probability of net revenue is less than the 
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marginal price risk of management. As a result, price adjust- 
ments are reversed. Finally, therefore, an equilibrium is reached 
at the point S in Figure 4, where the marginal probability of net 
revenue is equal to the firm’s marginal price risk. 

In any situation such as originally presented in Figures 2 and 3 
and summarized as in Figure 4 a similar incremental equality can 
be demonstrated at equilibrium, subject to the same general as- 
sumptions. It does not immediately follow, however, that this 
conclusion may be stated as a general principle. The analysis up 
to this point has been based upon specific chances of realizing or 
exceeding one particular amount of net revenue. As already ob- 
served, the price decision of any given firm is determined, in gen- 
eral, by specific chances of realizing or exceeding various amounts 
of net revenue. 

Taking account of this prevalent complication, however, the 
“specific chances of realization’’ may be redefined as “that sum- 
mary sense or measure of chance or variability which a given firm 
derives by weighting its probable chances of realizing or exceeding 
various amounts of net revenue according to its particular con- 
cern and interests and adding or averaging these chances together 
in order to arrive at a price decision.” 

In any situation such as represented in Figure 3 it seems rea- 
sonable to assume that any given firm will perceive specific 
chances of realization in the sense in which they have been de- 
fined. At the same time, however, the given firm must consider 
the central tendencies of probability at different possible prices. 
Therefore, it seems reasonable to assume that any given firm, if 
logically inclined, will summarize the situation in Figure 3 by cor- 
relating specific chances of realization with the means of expecta- 
tions at different prices or else follow some other process of cal- 
culation which leads to the same results. If this assumption is 
granted, the marginal probabilities of net revenue and the mar- 
ginal price risks of management are subject to more intricate cal- 
culation than in the previous simpler analysis. Nevertheless, the 
logic of price determination remains the same. Thus, in any situa- 
tion such as represented in Figure 3 the same general conclusion 
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can be demonstrated, subject to the same general assumptions. 
This conclusion is now stated as a general principle. 

IV. With given probabilities of net revenue from the sale of a 
product, equilibrium price is determined by an equality between 
the marginal probability of net revenue and the marginal price 
risk of management. 

In this manner the picture is completed. 

In general retrospect it is evident that the preceding analysis 
applies not only to any short-range view of rapid production and 
sale, e.g., quickly rendered services or quickly manufactured and 
distributed consumers’ goods, but also to any sensible moderately 
long-range view of slow production and sale, e.g., slowly manu- 
factured capital goods. In all industries and in all markets, how- 
ever, risk and probability play important parts not only in the 
cost of doing business but also in the response of business to given 
conditions of demand. Thus risk and probability are reflected in 
price not through cost alone but also through demand. The chief 
virtue of economic theory lies in the association of ideas with vital 
facts. Through the preceding analysis four general principles have 
been evolved. These principles may be summarized as follows: 

With given probabilities of net revenue from the sale of a prod- 
uct: (1) If the dispersion and skewness of net-revenue probabili- 
ties are constant at all prices within the range of observation, 
equilibrium price is determined by the maximum mean of net- 
revenue expectations. (2) If the dispersion of net-revenue prob- 
abilities varies at different possible prices, price tends to be ad- 
justed away from the maximum mean of net-revenue expectations 
(a) by conservative management in the direction of less disper- 
sion, (b) by speculative management in the direction of greater 
dispersion. (3) If the skewness of net-revenue-probabilities var- 
ies at different possible prices, price tends to be adjusted away 
from the maximum mean of net-revenue expectations in the direc- 
tion of greater positive skewness or less negative skewness. (4) 
Equilibrium price is determined by an equality between the mar- 
ginal probability of net revenue and the marginal price risk of 
management. 








PRICES UNDER MONOPOLY AND COMPETITION’ 
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New York City 


T IS a common belief among economists that prices are more 
stable under monopoly than under competition. The rigidity 
of the price and cost structure of our economic system is 

often blamed for our economic evils, and trade-unionism and mo- 
nopoly are mainly held responsible for it. A random perusal of 
the very extensive literature on the problem of price rigidity will 
convince the reader of the generality of this belief; at the same 
time I know of no theoretical proof or argument on which it 
might be based.? In the American literature statistical evidence 
is cited as proof; but this is of doubtful validity, as I hope to 
show below. 

The belief that prices are more flexible under competition than 
under monopoly has probably sprung from the fact that competi- 
tive producers tend to undercut one another’s price in response 
to flagging demand or falling costs, while the monopolist in a 
similar situation can keep up his price. But there remains the 
question: Is it in his interest to do so? To provide an answer to 
this is the subject of the first section of the present article, while 
in the second section we criticize the statistical methods hitherto 

* The theoretical section of this article forms part of an investigation on the role of 
price rigidities in the business cycle carried out on a special grant from the Leon 
Bequest Fund. 


I am very much indebted to Professor Oscar Lange for reading the manuscript 
and making many valuable suggestions. 

J. K. Galbraith (“Monopoly Power and Price Rigidity,” Quarterly Journal of 
Economics, L [1936], 456-75) alone has tried to give a theoretical proof of the rela- 
tive stability of monopolistic prices, but unfortunately he makes a slip in the most 
important part of his argument and proves—as will be shown below—the exact op- 
posite of what he sets out to prove. 

3 When monopoly consists of a price agreement among independent producers, 
even this is not entirely true. It is well known how often price agreements are cir- 
cumvented and rendered inoperative by “hidden” price changes in the form of 
special concessions, credit facilities, etc. 
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used in this connection and make a simple statistical analysis of 


our own. 
I 


It is usually assumed in theoretical arguments that it is in the 
interest of the entrepreneur to maximize his money profits. This 
assumption is incorrect whenever the process of maximizing prof- 
its involves disutility to him, as he will then aim at equating the 
marginal utility of leisure foregone to the utility of the additional 
profits thereby gained—which is not the same thing as maximiz- 
ing profits. The difference, however, is likely to be negligible for 
the competitive producer, while it may be quite important in the 
case of the monopolist, for whom the adjustment of price policies 
and of production often involves high subjective costs—not only 
for administrative and technical‘ but also for political reasons. 
We are referring here to the fact that sometimes the monopolist’s 
actions get much, and not always sympathetic, publicity, which 
makes his position more delicate than that of the competitive 
producer. Often the monopolist will be unable to raise his price 
or close down a plant without giving justification acceptable to 
public opinion, and he may have to wait for an excuse before car- 
rying out an action that had already become profitable much 
earlier. This explains why a rise in wages or the imposition of an 
excise tax sometimes leads to a price rise greater than the theo- 
retical economist would expect. It may be argued, of course, that 
such considerations should not keep the monopolist from lowering 
his price in recession whenever that becomes profitable; but, as 
will be argued below, they will keep him from doing so if he be. 
lieves the recession to be only temporary and considers the diffi- 
culty of subsequently raising his price again. This is an important 
argument in favor of the relative stickiness of monopolistic prices- 
On the other hand, the monopolist will sometimes have to change 
prices in an effort to undercut new entrants to the industry and 
to preserve his privileged position. This last factor tends to make 
monopolistic prices less stable (if not more flexible). In the fol- 
lowing we shall assume that entrepreneurs aim at maximizing 

4 Cf. J. R. Hicks, “Annual Survey of Economic Theory: The Theory of Monopo- 
ly,” Econometrica, III (1935), 8. 
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their money profits, but we shall have to remember that our re- 
sults must always be corrected for the above two considerations. 

Perfect competition and pure monopoly are but limiting cases. 
Between them lies the whole range of monopolistic competition, 
oligopolistic competition, and the case where one large producer 
(price-leader) pursues an active policy while the others follow 
suit. This last is identical in all essentials with pure monopoly, 
except that the monopolist price-leader’s market is narrowed 
down by the output of his satellites. Oligopolistic competition is 
a relatively unexplored field of economic theory where different 
assumptions, yielding different results, can be made about the 
expectations and behavior of the oligopolists.’ It can be shown, 
however, that if they learn from experience, sooner or later they 
will act as though in combination with one another.’ We shall, 
therefore, compare in the following only the three situations: 
perfect competition, monopolistic competition, and pure monop- 
oly, assuming the results obtained for the last to hold pari passu 
also for price-leadership and oligopolistic competition. The case 
of perfect competition hardly occurs outside the production of 
staple agricultural and mineral products. Therefore, since we are 


mainly concerned here with problems of industry, we shall ad- 
here to the usage of common parlance; and, when we contrast 
competition with monopoly, we shall generally be referring to the 
difference between imperfect competition and pure monopoly. 
Let us draw the demand curve for the produce of an industry 
as a straight line in the logarithmic plane where the elasticity of 
a curve is given by its slope with respect to the (logarithmic) 


5 The difference between monopolistic and oligopolistic competition is that in 
the former the individual producer only considers the direct effect of his actions on 
the price facing him, while in the latter he also has to consider the reactions of other 
producers. For a good definition of all these different cases see R. L. Hall and C. J. 
Hitch, “Price Theory and Business Behaviour,” Oxford Economic Papers, No. 2 
(May, 1939). 

*Cf. Hicks, op. cit., p. 15. But there is no ineluctable necessity for oligopolists 
always to learn from experience. Furthermore, it has been shown in an as yet un- 
published article by N. Kaldor (the argument is reproduced in Hall and Hitch, op. 
cit., pp. 22-25) that there is a special reason for oligopolistic prices to be insensitive 
to changes in costs. This, however, does not affect our argument, since we shall be 
concerned only with shifts in demand. 
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price axis. This will simplify the argument considerably, while it 
will appear, as we go along, that our results do not depend on the 
assumption of iso-elastic demand curves. In the limiting case of 
pure monopoly the average revenue curve of the monopolist is 
the industry’s demand curve, and his marginal revenue curve is 
marginal to it. The slope and position of this curve can best be 
seen from the well-known relation 


(Marginal revenue) = (: oF =) (Average revenue) , 


where 7 is the elasticity of demand taken with its proper algebraic 
sign. Taking logarithms of both sides of the equation we get 


log (MR) = log (: + *) + log (AR) . 


In the logarithmic plane, therefore, the marginal curve corre- 
sponding to a straight-line average curve is also a straight line, 
parallel to it, and at a distance determined by the elasticity 
(slope) of the average curve.’ It is coincident with the average 
curve if the latter is horizontal, lies below it when that is down- 
ward sloping, and above it when the average curve is rising. 
Under perfect competition the average and marginal revenue 
curves of each individual producer are coincident, virtually hori- 
zontal lines. Since their lateral sum is equal to the industry’s 
demand curve, the latter (which need not be horizontal) will at 
the same time represent the industry’s average and marginal rev- 
enue curves. In between these two limiting cases the monopolis- 
tic competitors’ average revenue curves will not be horizontal, 
but they will have a higher elasticity than the industry’s demand 
curve. Their lateral sum is again the industry’s demand curve, 
while the marginal revenue curves will add up to an iso-elastic 
curve, parallel to the demand curve but nearer to it than the 
monopolist’s marginal revenue curve. The distance of this curve 

7 This is a general rule and applies to cost curves as well as to revenue curves. 
When the average curve is curvilinear, its marginal curve will not be parallel to it 


but will have a greater curvature, since the vertical distance between the two curves 
is an increasing function of the slope (positive or negative) of the average curve. 
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from the demand curve depends on the elasticity of demand facing 
the representative monopolistic competitor. It can be taken as a 
measure of the degree of monopoly and is approximately equal to 
that suggested by Lerner.* Thus, the degree of monopoly ruling 
in the industry will be indicated by the vertical distance of the 
two curves. They will be coincident for perfect competition, and 
only in the case of pure monopoly will they be in the geometrical 
relationship of average and marginal curve—that is, only then 
will their distance be determined by the slope of the industry’s 
demand curve. 

The shape of the cost curve depends on the technical organiza- 
tion of the industry and on the strategic position of producers in 
the markets where they buy intermediate goods and raw materials 
and engage their labor force. Competitive producers are likely to 
be competitors also in the markets where they buy; the monopo- 
list may be a polypsonist (competitive buyer), a monopsonist, or 
a discriminating monopsonist. In the following we shall discuss 
only the first case. It can easily be made plausible, however, that 
monopsony makes no significant difference to our results as long 
as it involves a certain amount of discrimination; a condition 
which usually seems to be fulfilled. For the difference between the 
simple (nondiscriminating) monopsonist and the competitive 
buyer is that the former does, while the latter does not, take into 
consideration the fact that, by buying more of the factors of pro- 
duction, he raises their price against himself. This has the effect 
of making the marginal cost curve of the monopsonistic industry 
steeper than that of the polypsonistic industry. The discriminat- 
ing monopolist differs from the simple monopsonist in that he 
pays no rent to the factors of production. If he could practice 
perfect discrimination with respect to all factors entering margi- 
nal cost, his marginal cost curve would bear the same geometrical 
relationship to the simple monopsonist’s marginal cost curve that 
an average curve bears to a marginal curve.’ The same is also 


* Because log (: a : ) ~ (A. P. Lerner, “The Concept of Monopoly and the 


Measurement of Monopoly Power,” Review of Economic Studies, 1 (1934), 157-75). 


Sse Cf. Joan Robinson, The Economics of Imperfect Competition (London, 1933), 
chap. x. 
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true about the marginal cost curves of their respective industries. 
If these marginal cost curves have a positive curvature in the 
logarithmic plane, it follows that monopsonistic discrimination 
will make the cost curve less steep; and this will be true even in 
the case of partial discrimination. Thus, monopsonistic discrimi- 
nation tends to counteract the effects of monopsony in the factor 
market; for—as will appear below—from the point of view of 
price flexibility it is only the slope of the marginal cost curve that 
matters. 

As to the technical organization of industry, it is obvious that 
we cannot attempt to compare the behavior of prices under mo- 
nopoly and competition when these two terms stand for the 
large-scale production of giant plants and for production in small 
workshops, respectively. The cost curves in these two cases would 
be totally different, and we would need factual knowledge about 
the exact way in which their shapes differ to be able to say any- 
thing about price behavior. We shall, therefore, have to confine 
ourselves, first, to the comparison of the independent and the 
concerted action of a number of producers; secondly, to cases 
where technical and economic considerations set the optimum 


size of plants at a low level, thereby compelling the monopolist 
to produce in a way not too dissimilar technically to the methods 
of production used under competition; and, thirdly, to cases 
where there are no important economies of scale, so that there 
is but little difference between producing in more or in larger 
plants."° 


t© If the optimum size of plants in an industry is large relatively to its total 
output, and if there is a significant difference between the technical and economic 
efficiency of producing in optimal and suboptimal plants, respectively, then com- 
petition is unlikely to subsist and will soon give way to monopoly or oligopoly. 
(Similarly, price agreements will soon be replaced by complete trustification.) For 
competition has no inherent tendency to persist; there is no “economic law” de- 
termining the size of firms, which is mainly dependent on strategic factors and will 
undergo drastic changes under such an inducement as technical advance opening 
up economies of scale. Cf. N. Kaldor, “Equilibrium of the Firm,” Economic Journal, 
XLIV (1934), 60-76, and Professor Hicks’s discussion of the homogeneous production 
function in his Value and Capital (Oxford, 1939). Both conceive of “inalienable 
entrepreneurial resources” as determining the size of firms; but this seems to be a 
rather artificial rationalization. Cf. also my article “On the Decline of Competi- 
tion,” Social Change, III, No. 1 (March, 1941), 28-36. 





PRICES UNDER MONOPOLY AND COMPETITION 669 


When production is carried on in several technically independ- 
ent (optimum-sized) plants, the rate of output of the industry 
can be varied either by varying the output of all plants simul- 
taneously or by closing down and opening up marginal plants. 
(Variations in the size of plants when there is no clearly defined 
optimum will be subsumed under the second method.) In the 
long run the second method of adjustment will always be adopted. 
Under perfect competition the condition of free entry into (and 
exodus from) the industry compels each plant—and therefore also 
the industry as a whole—to operate at minimum average cost." 
Exactly the same holds true also under monopoly. For the mo- 
nopolist can produce the same output by operating more plants 
at a lower, or fewer plants at a higher, capacity; and a different 
average cost curve corresponds to each number of plants oper- 
ated. At each level of output there is an average cost curve which 
is lowest at that point, and the monopolist will maximize his 
profits if he operates the number of plants corresponding to this 
curve. The industry’s long-run marginal (and average) cost curve 
must, therefore, be the same under monopoly and perfect compe- 
tition. Whether or not free entry into the industry is compatible 
with the concept of monopolistic competition has been the sub- 
ject of much controversy. Yet, in a sense, we can say that in the 
long run here, too, production will be adjusted by the entry of 
new, or the exodus of the least successful, competitors. But be- 
cause in long-run equilibrium each monopolistic competitor pro- 
duces at diminishing average costs, the long-run marginal cost 
curve will not be identical with that of pure monopoly and per- 
fect competition but will lie slightly above it. The two curves will 
be parallel in the logarithmic plane if the entry of new competi- 
tors leaves the elasticity of demand facing the representative pro- 
ducer unchanged, while they will converge toward each other if 
the elasticity of demand is an increasing function of the number 

"In the sense that the cost of producing any given output would be higher, 


whether it were produced in fewer plants working more up to capacity or in more 
plants working further below capacity. 


* Cf. E. Chamberlin, The Theory of Monopolistic Competition (Cambridge, Mass., 
1933), P. 88. 
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of producers. In Figure 2 below only the latter case will be il- 
lustrated. 

It needs no proof, I think, that in the short run output will 
be adjusted by the simultaneous variation of the production of all 
plants, whatever the organization of the industry. This does not 
necessarily imply that the industry’s short-run cost curve is the 
same in all cases, since the number of plants working need not be 
the same. If, however, different (marginal) plants are similar 
technically, short-run marginal cost curves corresponding to dif- 
ferent numbers of plants operating will also be similar; in the 
logarithmic plane they will differ only in their horizontal distance 
from the ordinate axis. To elucidate this further, assume for the 
moment all plants to be exactly identical. Then, in the natural 
plane, the marginal cost curve corresponding to (say) 100 plants 
will be a replica of that corresponding to 10 plants, magnified 
tenfold in the horizontal direction. In the logarithmic plane we 
measure on the horizontal axis not quantity but the logarithm of 
quantity, and log 10g = log 10 + log g. In other words, in the 
logarithmic plane an increase in the number of plants will not 
distort the marginal cost curve but will shift it rightward, leaving 
its shape unchanged. It follows from our long-run argument above 
that the monopolist, although always offering a lower output than 
the competitive industry, will not produce at a lower capacity 
but will operate correspondingly fewer plants." Hence, his short- 
run marginal cost curve will always lie so much to the left of the 
competitive industry’s marginal cost curve as to make its slope 
(elasticity) at its relevant point equal to the latter’s slope at is 
relevant point.'* The imperfectly competitive industry’s short- 
run marginal cost curve will have a milder slope at its relevant 
point than those of the monopolist and the perfectly competitive 

13 Capacity depends on the number and size of plants in operation, and the de- 
gree of its utilization is defined by the elasticity of the short-run marginal cost 
curve (e.g., by “production at full capacity” we mean production at the point where 
the short-run marginal cost curve becomes vertical). This seems to be the most 
convenient definition of the term, as there are certain considerations against de- 
fining it by the elasticity of the average cost curve. 

14 By “relevant point” we mean the point of intersection with the marginal reve- 


nue curve, which, of course, is different in each case; e.g., for perfect competition it 
coincides with the demand curve. 
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industry, because it always operates more below full capacity 
than they do.’5 In the following we shall draw it as coincident 
with the short-run marginal cost curve of perfect competition; 
this is a plausible assumption” and fulfils the above condition. 

As regards shape, the short-run marginal cost curve is prob- 
ably horizontal over the range of ample excess capacity, gradually 
rising to vertical as it approaches the limit of full capacity. In 
the long run, the concept of capacity is devoid of meaning. There- 
fore, the best guess we can make about the shape of the long-run 
marginal and average cost curves is that they are iso-elastic; 
that is, straight lines in the logarithmic plane. This, of course, in- 
cludes constant costs as a special case. 

We can now confront our short-run marginal cost curves with 
the average and marginal revenue curves. It hardly needs re- 
statement that output wil!l be determined by the intersection of 
the marginal cost and marginal revenue curves and price will 
be given by the position of the demand curve vertically above this 
point of intersection. A change in data may mean a shift in the 
demand and/or in the cost curve. The simplest case is a propor- 
tional shift of both in the same direction, which in our logarith- 
mic plane leaves their relative positions unaltered, the change 
manifesting itself in a shift of the co-ordinate axes alone. It is a 
trivial result which should be self-evident to the reader that in 
such a case price and output will change in exactly the same pro- 
portions whatever the organization of the industry. The interest- 
ing cases are, therefore, those where the demand curve shifts rela- 
tively to the cost curve, or vice versa. In the following we shall 
discuss only shifts in the demand curve, which we consider to be 
more important; but the reader will find no difficulty in repro- 
ducing the argument for shifts in the cost curve. 

We shall evade all the problems usually arising in connection 
with shifts in the demand curve (e.g., whether the shift be vertical 
or horizontal) by concentrating on the one important question: 

*s Cf. Chamberlin, op. cit. We feel justified in ignoring the special problem of 
drawing the industry’s cost curve under monopolistic competition for the present 
argument. 

** Because the number of plants is likely to be the same in the two cases. The 
diagram is very much simplified by this assumption, while the argument does not 
depend upon it. 
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Will the elasticity of demand at the new relevant point be greater 
or smaller than it was at the original relevant point? There are 
certain theoretical considerations favoring the view that changes 
in income (the main reason for shifts in the demand curve) are 
associated with changes in the price elasticity of demand in such 
a way that a rise in incomes leads to a lower elasticity of demand 
and vice versa. These considerations have been put forward by 
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Harrod," and while they have been partially refuted by Brether- 
ton and by Singer,"* the “law of diminishing elasticity of de- 
mand” is still likely to hold good more often than its opposite. 
As both can occur, however, we shall first discuss the “neutral” 
case when the shift in demand leaves its elasticity unaltered. 
This is represented in our diagram by a parallel shift of the 
straight-line demand curve and by a parallel shift of the same 
magnitude of the marginal revenue curve (Fig. 1). The resulting 
changes in price and rate of output are shown by the three vectors 

7 R. F. Harrod, The Trade Cycle (Oxford, 1936), pp. 17-22. 

** R. F. Bretherton, “A Note on the Law of Diminishing Elasticity of Demand,” 


Economic Journal, XLVII (1937), 574-77; H. W. Singer, “The Law of Diminishing 
Elasticity of Demand,” Economic Journal, XLVIII (1938), 138-41. 
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a, 6, and c. Vector a is a chord connecting the old and new points 
of intersection relevant to perfect competition, and 6 and ¢ are 
parallel displacements of chords (because the vertical distance be- 
tween average and marginal curves remains unchanged by a neutral 
shift) over the relevant ranges of the cost curves corresponding to 
monopolistic competition and pure monopoly, respectively. Vec- 
tors a and ¢ are equivalent (equal in length and parallel), showing 
that price and output have moved by the same distance in the 
logarithmic plane and, therefore, in the same proportion under 
conditions of perfect competition and pure monopoly. Vector b 
has a milder slope than a and ¢, indicating a smaller proportional 
change in price and greater proportional change in output under 
imperfect competition. Remembering that industrial (as against 
agricultural) competition is usually imperfect, this must be in- 
terpreted to mean that in industry monopolistic prices are more 
(and output less) flexible than competitive prices (and output). 

The common-sense explanation of this seemingly paradoxical 
result is that because the monopolist (ahd the perfectly competi- 
tive producer) makes better use of his capacity than the monop- 
olistic competitor, he will also reach his bottlenecks earlier. 
This implies that, when the shift in demand remains within the 
range where the marginal cost curve is horizontal, its effects will 
be identical on all producers: price will remain unchanged, and 
output will move in the same proportion whatever the organiza- 
tion of the industry. 

In the long run the monopolist’s marginal cost curve is identi- 
cal with that of the perfectly competitive industry, while that of 
the imperfectly competitive industry is either parallel to it or has 
a milder slope (Fig. 2). If, then, we are right in drawing the long- 
run cost curve as a straight line, a neutral shift of demand will, 
in the first case, cause equiproportional shifts both in price and 
in output under all conditions, while in the second case price will 
be less (and output more) flexible under monopolistic competi- 
tion than under perfect competition and monopoly. 

From this neutral case all other cases follow immediately. It 
is well known that, if a demand curve were turned round its rele- 
vant point in a clockwise direction (so that its height remained 
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unchanged while its elasticity fell), this would leave perfectly 
competitive price and output unaffected, while it would raise 
monopolistic price and lower monopolistic output—the more, the 
higher is the degree of monopoly. Every shift in the demand 
curve associated with a change in its elasticity can be broken up 
into two steps: the first, a parallel (neutral) shift, leaving the 
elasticity unaltered; the second, a change in elasticity alone as 
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described above. So a shift in demand, obeying Harrod’s law of 
diminishing elasticity, will further enhance the flexibility of the 
monopolist’s price, making it more flexible even than perfectly 
competitive price, while price flexibility under monopolistic com- 
petition will increase to a lesser extent and may or may not be- 
come greater than that under perfect competition."® In the con- 
verse case perfectly competitive price will be most flexible, while 
monopolistic price will become less flexible than imperfectly com- 

9 Galbraith (op. cit.) uses Harrod’s arguments in support of the rigidity of 
monopolistic prices, believing—wrongly—that they make for a rise in the elasticity 
of demand (instead of a fall) with rising incomes. So in reality he proves the exact 
opposite of what he sets out to prove. 
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petitive price only if the change in the elasticity of demand is 
very great.” 

We conclude, therefore, that monopolistic prices will be more 
flexible than imperfectly competitive prices, unless there is a 
strong bias for the elasticity of demand to increase when demand 
rises and to diminish when it falls. They will be more flexible 
than perfectly competitive prices when the law of diminishing 
elasticity of demand holds. 

So far we have argued on the basis of static equilibrium analy- 
sis, assuming that the entrepreneur aims at maximizing his profits 
at each point of time instead of maximizing them over a given 
future period. We have also neglected the time element in an- 
other respect by disregarding the fact that the adjustment of 
production takes time. It will be seen that the first of these dy- 
namic considerations accounts for a lesser flexibility of some 
prices than would be expected on purely static grounds, whereas 
the second may be the cause of overadjustment of production, 
leading to greater fluctuations in prices. 

A fall in demand and/or costs will fail to induce the monopolist 
to lower his price—even though this would momentarily increase 
his profits—if he expects demand to recover and/or costs to rise 
again in the not too distant future. For he will beware of ruining 
his future market by establishing a tradition of low prices or by 
glutting the market at low prices (in the case of durable goods) 
during depression.” At the same time the competitive producer 
has no such problems; paying little or no heed to his own influence 
on present price, he will worry even less about influencing the 
future demand for his produce. Hence there is an element (very 
similar to user cost) entering into the marginal cost of the mo- 

*° The fact that we are discussing all the three possible forms of a shift in demand 
should make it clear that we are not relying on any special assumptions about the 
shape of the demand curve—the straight-line curves were used only as an aid in 
exposition. 

* It has been pointed out to me by Dr. O. Lange that this will only be true when 
present and future purchases are substitutes and not when they are complements— 
€.g.,it may be profitable temporarily to reduce the price of after-shaving lotions in 
order to attract a new class of customers who, once caught, would continue buying 


it even at a higher price. This may, of course, occur as an independent change as 
well as in response to a fall in demand or cost. 
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nopolist which is absent from the marginal cost of the competi- 
tive producer. In other words, the competitive producer will best 
maximize profits over a future period of time by acting according 
to the assumptions of static equilibrium theory; while the mo- 
nopolist, pursuing the same aim, will have to keep his price more, 
and output less, stable than he would if he followed the rules of 
static theory and maximized profits at each point of time. 

Overadjustment of production to primary changes in demand 
or cost conditions, and consequent undue fluctuations of price, 
may occur whenever adjustment by some producers fails to be 
reflected by price changes in sufficient time to curb similar adjust- 
ment by other producers. Under competitive conditions individ- 
ual producers learn about one another’s actions only when these 
affect the price and cost situation. If, therefore, an industry’s 
technical characteristics are such that it takes a long time before 
an adjustment ripens into a change in output (which alone af- 
fects price), there will be a dangerous interim period during 
which individual producers, unaware of adjustments already 
made by their competitors, may be induced to make adjustments 
for which there is no longer any room left. Rather special assump- 
tions (high concentration in time of entrepreneurial decisions and 
a certain discontinuity of adjustment) must be fulfilled for re- 
curring cycles to ensue; but the conditions necessary for simple 
overadjustment—i.e., a cycle so damped that it practically dis- 
appears after the first completed period—are likely to be present 
in a large number of cases. It appears from the above argument 
that overadjustment, when it occurs, is due to producers’ insuffi- 
cient knowledge about one another’s actions; which shows that 
it is peculiar to competition only. 

To sum up the results of our analysis, we have proved that on 
grounds of static equilibrium theory the monopolist’s price is 
more flexible than the price ruling under competitive conditions, 
if he makes better use of his equipment,” and if it is true that 
price elasticity usually moves inversely with demand. Both these 
conditions are likely to be fulfilled. We have then shown that this 

= This argument holds good only in relation to an imperfectly competitive in- 
dustry. 
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result must be corrected on account of two dynamic factors: first, 
because the monopolist, unlike the competitive producer, has to 
consider the effect of his present policy also on the future; second, 
because overadjustment, unlikely under monopoly, is likely to 
occur under competitive conditions. The first will make monopo- 
listic price less, the second, competitive price more, flexible than 
would be expected on purely static grounds (i.e., both tend to 
make monopolistic prices more stable than competitive prices). 
Finally, the monopolist will sometimes resort to price-cutting 
when his privileged position is endangered; on the other hand, he 
is likely to be less keen on maximizing money profits than the 
competitive producer, partly because he is more exposed to the 
footlights of public opinion and partly because “the best of all 
monopoly profits is a quiet life.”*’ On balance we should expect 
the last-mentioned factor and the dynamic considerations to be 
prevalent and hence monopolistic prices to be less flexible than 
competitive prices. But this can be decided only on the basis of 
empirical investigation, and our tentative statistical analysis in 
the second part of this article suggests that, if there is such a 
tendency, it is not very strong. 

Before proceeding to the statistical section, I should like to 
warn against imputing any moral content to our analysis. I do 
believe that the economist has important reasons for opposing 
monopoly. It interferes with the optimum allocation of our pro- 
ductive resources,”4 it impedes technical progress, and it is one 
of the most important factors making for unemployment.** But 
the case against monopoly seems to be weakest on the basis of 
price rigidity. We have seen above that one of the reasons why 

*s Hicks, “Annual Survey of Economic Theory: The Theory of Monopoly,” 
op. cit., p. 8. 

* Cf. H. Hotelling, “The General Welfare in Relation to Problems of Taxation 
and of Railway and Utility Rates,” Econometrica, VI (1938), 242-69; and the sub- 
sequent controversy between Hotelling and Ragnar Frisch in Econometrica, VII 
(1939), 145-60. 


*5 Because it lowers the inducement to invest (partly by impeding technical ad- 
vance); and also because, by increasing the inequality of income distribution, it 
raises the propensity to save. 
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monopoly may be responsible for price rigidity is that it elimi- 
nates competitive overadjustment. Another factor is that, be- 
cause of the restraint imposed upon him by public opinion, the 
monopolist is less keen on maximizing profits than the competi- 
tive producer. The first of these shows that price rigidity is not 
always a “bad thing.” As to the second, we cannot at the same 
time blame the monopolist for making big profits and for not 
aiming at even bigger ones. Besides, as will be shown below, 
monopoly is just one of the many factors that account for price 
rigidity, and possibly not even the most important factor. 


II 


So far we have been concerned with only one out of the many 
factors that are likely to account for differences in price flexibil- 
ity. To mention a few others, on the demand side nearness to the 
ultimate consumer is a cause of price rigidity. For retail prices 
tend to be rigid, partly because consumers have a notion of “just” 
and “proper” prices and resent having to revise their scale of 
values too often and too drastically, and partly because advertis- 
ing by price makes it imperative that goods so advertised should 
have a stable price. Durable goods, the demand for which is eas- 
ily postponable, are likely to have more flexible prices than goods 
that are consumed or used up in one action, because expenditure 
on them is always first (and most) affected by variations in in- 
come.”® 

On the supply side it is the nonpostponable character of the 
supply of perishable goods that accounts for the high flexibility 
of their prices (because once produced they must be sold for 
whatever prices they will fetch) whenever it is coupled with a long 
gestation period.*” The variability of the price of staple primary 
products (like corn, cotton, wool, minerals, and metals) is ex- 
plained by the fact that they are easily standardized, easily and 
cheaply stored, and are, therefore, eminently suited for specu- 


26 Unless, of course, their supply curve is very flat. 


27 We use the word “perishable” in contradistinction to “storable,” whereas the 
opposite of durable is something that is used up in one action. 
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lation.** This, together with the preceding point, is probably one 
of the most important explanations of the relative flexibility of 
agricultural (and mineral), as against industrial, prices. Another 
important factor accounting for the relative stability of industrial 
prices is the possibility and ease of product variation in manufac- 
ture. Complex commodities are likely to be highly differentiated, 
which is yet another cause of price rigidity, since their price can- 
not be determined by the “free market”’ for purely technical and 
administrative reasons. (Although it is conceivable that automo- 
biles and radios should be sold at auction.) 

Statistically the flexibility of prices could be measured either 
by the amplitude of their fluctuations or by the frequency with 
which they change. It is self-evident, I think, that from the point 
of view of economic theory and business-cycle policy the former 
alone is of importance. It has repeatedly been observed that there 
is a high positive correlation between the frequency and ampli- 
tude of price change. As most of the above factors would account 
for variations in both, this is not surprising; but in an important 
section of the literature on the subject? infrequency of price 
change is regarded as a measure of “administrative control,” and 
its correlation with the amplitude of price changes is accepted 
as a proof that “administrative control” is the main reason for 
price rigidity. 

Means, who is the originator and most important advocate of 
this view, appears, in his first publication on the subject, to de- 
fine “administrative control over prices” as a collective term for 
a large number of factors accounting for price inflexibility. He 
believes that the “shift to administered prices is responsible for 

** Speculation, however, is dependent on competition, and its exclusion by 
monopoly is, therefore, another factor tending to make monopolistic prices rigid; 


for speculation in a good whose production is concentrated in a few hands is too 
dangerous for anyone except the producers. 

*» Cf. Gardiner C. Means, “Industrial Prices and Their Relative Inflexibility,” 
(Senate Doc. 13 [74th Cong., rst sess.]); Galbraith, op. cit.; D. D. Humphrey, 
“The Nature and Meaning of Rigid Prices,” Journal of Political Economy, XLV 
(1937), 651-61; R. S. Tucker, “The Reasons for Price Rigidity,” American Economic 
Review, XXVIII (1938), 41-54; E. S. Mason, “Price Inflexibility,” Review of Ec- 
onomic Statistics, XX (1938), 53-64; National Resources Committee, The Structure 
of the American Economy (Washington, 1939). 





680 T. De SCITOVSZKY 


the rigidity and imperfect functioning of the American economy,” 
and by this shift he seems to mean the increasing economic im- 
portance of highly complex goods (machines instead of tools, 
combines instead of plows; motorcars, radios, motorcars equipped 
with radios, etc.); the increasing importance of the distributive 
trades (in a sense bringing commodities nearer to the consumer); 
the transformation of the American economy from a predomi- 
nantly agricultural to a highly industrialized economy; and the 
growth of monopoly power—all factors, enumerated above, as 
accounting for price rigidity. If this interpretation is correct, we 
are in full agreement with Means and his conclusions. The in- 
creasing rigidity of the pricing system may well be one of the 
causes of our economic evils that can be remedied only by a more 
active governmental economic policy, and the above factors have 
all contributed to this development. But all the other sources 
mentioned above, and Means himself in the recent publication 
of the National Resources Committee, interpret “administrative 
control” as being equivalent to industrial concentration, i.e., mo- 
nopoly power.*° 

It is plausible that monopoly power is one of the factors ac- 
counting for the infrequency of price change, but it will be no- 
ticed that correlation between the frequency and amplitude of 
price change would not by itself prove that it is also a cause (let 
alone the main cause) of price rigidity. Covariance between two 
effects only testifies to the existence of causes common to both 
(and measures their relative importance), but cannot tell us 
whether any particular factor which is known to be a cause of one 
bears a causal relationship also to the other, unless it should be 
proved to be the only or main cause of that one effect. Means 
and many other writers in his wake base their belief that mo- 
nopoly power is the main cause of infrequency of price change on 
the U-shaped character of the distribution according to frequency 
of change of the prices used in the Bureau of Labor Statistics 

3° “While many factors influence price-insensitivity, the dominant factor in 
working for depression insensitivity of prices is the administrative control over 
prices which results from the relatively small number of concerns dominating par- 


ticular markets” (The Structure of the American Economy, Part I: “Basic Char- 
acteristics,” p. 143). (My italics.) 
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wholesale price index. A U-shaped distribution suggests the co- 
existence of two distinct populations, and Means believes he has 
found these in the populations of administered prices and free- 
market prices, respectively." 

Our first objection to this hypothesis is its arbitrariness. Just 
as good, or perhaps an even better, guess would be to say that 
the two groups of prices are those of agricultural and extractive 
industries, on the one hand, and manufacturing industries, on 
the other. We have cited (see pp. 678-79) several reasons why we 
should expect a significant difference between these two groups, 
and a tentative separation of the Bureau of Labor Statistics 
wholesale prices on this principle has almost completely elimi- 
nated the U-shape of the distribution. Furthermore, to explain 
a U-shaped distribution, a clear-cut distinction between the two 
populations is necessary, whereas the importance of oligopoly 
shows that there is no such distinction between competition and 
monopoly. Our second objection is that the U-shaped distribu- 
tion of changes in the Bureau of Labor Statistics prices may be 
due only to the particular form in which those data happen to be 
available, while the distribution of actual price changes need not 
be U-shaped at all.*7 Means’s frequency distribution of price 
changes is based on monthly values* of 724 prices over a period of 
95 months, so that the number of possible price changes ranges 
from o to 94. The frequency distribution of actual price changes 
during the same period ranges from no change, not to 94, but to 
as many changes as there are days in those 95 months—or even 
further. And it becomes evident upon reflection that it is the 
shape of this distribution that is pertinent to the problem in hand. 

Let us assume that actual price changes can range from o to a 

3* Op. cit. It will be noticed that on the wider definition of “administrative 
control” the argument based on the U-shaped distribution is not necessary for 
Means’s conclusions to hold good; hence they remain unaffected by our criticism 
of it. 


» The following argument arose from a discussion with Miss A. M. Aickelin, 
whom I also have to thank for her help in the statistical computations. 

33 Monthly averages sometimes of daily, sometimes of weekly and bi-weekly, 
quotations. The ensuing argument holds good whatever the definition of “monthly 
prices.” 
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maximum of (95 months X 30 days =) 2,850 changes, and let us 
divide our 724 prices into two groups, the first comprising those 
that have not changed more often than 94 times during the whole 
period, and the second comprising those that have. Then assume 
for the moment that all price changes are distributed evenly over 
time, in the sense that, e.g., a particular price that has changed al- 
together 47 times within the period in question changes once every 
other month, and a price that has changed 188 times will regularly 
show 2 changes per month. It is evident that on this assumption 
the monthly averages of the price changes of our first group will 
always show the same frequency as the actual price changes; 
hence, for this group, the distribution of the actual changes and 
of their monthly averages will be exactly equal. It should also 
be evident that on the same assumption the monthly averages 
of price changes in our second group cannot be less than 94.4 
But they cannot be more either, since monthly average prices 
cannot change more than 94 times over a period of 95 months! 
Thus we see that, while members of our first group are distributed 
similarly in the original distribution and in the distribution of 
monthly averages, the members of the second group will all be 
crowded into the last (rightmost) class of the distribution of 
monthly averages and will there form a second peak in case the 
peak of the original one-peaked distribution falls into our first 
group (and there not into the last class). 

Of course, the assumption on which this argument is based, 
that price changes are distributed evenly over time, is untenable 
and has been made only for purposes of exposition. There exist 
marked periods of violent price fluctuations and there are periods 
of relative price stability; but very exceptional concentrations of 
price fluctuations alternating with spasms of exceptional stability 
would be necessary to destroy the essential validity of our argu- 
ment. For even with a fairly unequal time spread of actual price 
changes, it still remains true that members of our second group 
will be concentrated into the last class or last few classes of the 
monthly averages distribution, while members of our first group 


34 Unless the monthly average of two or more changes were exactly zero. But 
this is a rare occurrence. 
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will still be spread over the whole range, though shifted slightly 
to the left. This argument does not, of course, prove that the dis- 
tribution of actual price changes is one-peaked; it only shows that 
the U-shape of the monthly averages distribution is no proof of 
the former being similarly shaped. There is, therefore, no special 
reason why we should try to account for differences in the fre- 
quency of price change by one factor only. 

The above argument also provides an explanation for the ap- 
parent paradox that the distribution of American prices accord- 
ing to their frequency of change has remained practically unal- 
tered between 1890 and today.*s This fact ceases to be incom- 
patible with the general belief that the concentration of industrial 
control is on the increase (which, incidentally, seems to be sup- 
ported by Census of Production figures) when we reject the hy- 
pothesis that monopolistic price-fixing is the main cause of the 
infrequency of price changes. It is indeed curious that the au- 
thors who have shown the absence of a trend in the freyuency 
(and amplitude) of price change should not have drawn this ob- 
vious conclusion themselves. 

Having rejected the infrequency of price changes as an index 
of the degree of monopoly, the need for a more satisfactory meas- 
ure arises. Monopoly power depends (1) on industrial concentra- 
tion, i.ec., on the number and distribution according to size of 
independent producers constituting the industry; (2) on the ex- 
istence of price and cartel agreements; and (3) on the degree of 
differentiation of the product. It seems plausible that (2) and (3) 
should be positively correlated with (1)—(2), because agreement 
among a few, or when there is at least one large producer, is more 
likely to occur than among many small producers and (3), because 
competition among many producers tends to be mainly price 
competition while competition among a few is more likely to be 
quality competition. If this is correct, it follows that we can use 
industrial concentration as a measure of the degree of monopoly. 
There still remain such theoretical problems as to how we should 
define an industry, but we cannot hope statistically to calculate 


3s Cf. Humphrey, of. cit.; Tucker, op. cit.; and Mason, op. cit. 
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the only unexceptionable measure of the degree of monopoly: the 
elasticity of demand confronting the individual producer. 

The National Resources Committee published in The Structure 
of the American Economy an index of industrial concentration, 
which represents for each industry as classified in the Census of 
Production “the proportion of the total value of product for the 
industry contributed by the largest four producers.”** We have 
correlated this index with an index of price inflexibility published 
side by side with it and representing the ratio of the 1932 to the 
1929 prices of the produce of the respective industries.*’ Price 
data were not available for all industries, and of the 94 pairs of 
data available we have rejected 9, described as “poor.”’ It is need- 
less to say that, e.g., the (reciprocal of the) coefficient of variation 
of price changes, calculated after the elimination of trend over 
two or more complete business cycles, would have been a more 
satisfactory measure of price inflexibility; but lack of time barred 
the use of an index not readily available. A pitfall of the concen- 
tration index has been pointed out by its makers: it is devoid of 
meaning in the case of industries that are of local importance 
only. To avoid this difficulty, we have rejected the 3 pairs of 
data referring to such industries. We have included the 11 indus- 
tries of regional (as against national) importance because their 
tentative exclusion made no significant difference in our results. 

The scatter diagram of the joint distribution of the indices of 
industrial concentration and price flexibility—82 data in all— 
showed a linear correlation with a large scatter. Eight industries, 
showing a high degree of concentration and a large price drop, 
formed a (not very distinct) separate group. I have excluded 5 
of these,** because their behavior seemed to be accounted for by 
a noncyclical factor: technical improvement. The remaining 3, 
however (meat-packing, zinc-refining, and bone-black and car- 

36 Op. cit., p. 264. This index is somewhat arbitrary, but it seems very difficult to 
devise a less arbitrary measure, unless it could be done on some such lines as Pareto’s 
index of the inequality of the distribution of income. 

37 Both indices are to be found in Appen. VIII, p. 264, of ibid. 


38 Vegetable-oil processing industries (Nos. 113, 124, 622, and 623 in the Census 
of Production classification), and rayon (No. 629). 
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bon-black), were included, as there was no special reason for their 
exclusion.*® The correlation coefficient calculated on the basis of 
these 77 data is r = + .334. It is positive, as would be ex- 
pected intuitively, but very small. The correlation, however, is 
significant, and the coefficient of determination (r’) is .111, indi- 
cating that 11 per cent of price rigidity is accounted for by indus- 
trial concentration. This figure may, of course, be increased or 
diminished by the use of a more satisfactory index of price rigid- 
ity; but in any case it warns us against imputing too much im- 
portance to monopoly power as a cause of price rigidity. 


39 It might, in fact, be argued that none should be excluded since secular trend 
present in other prices might have diminished the scatter. The correlation coeffi- 
cient calculated on this basis (82 pairs of data) isr = +.195. 
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B. THE INVESTMENT COMPANY ACT OF 1940 
ORIGIN AND COURSE OF THE BILL 


LTHOUGH the need for legislation to bar unsound prac- 
tices was recognized by leaders of the industry as well as 
urgently pressed by the Securities and Exchange Com- 

mission, there was considerable difference of opinion between the 
two groups concerning the nature and extent of the restrictions 
which should be placed upon investment trusts. There had been a 
large measure of co-operation between the industry and the Com- 
mission from the beginning of the investigation. At the request of 
the Commission, various types of trusts and companies organized 
committees to consult with its investigating staff, to make sugges- 
tions concerning the form of the questionnaire from which a great 
deal of the information concerning the industry was derived, and 
to discuss other matters. Conferences with representatives of 
about one hundred individual trusts whose affairs had been sub- 
ject to detailed Commission investigation were also held. After it 
had completed its investigation, the Commission staff conferred 
at length with representatives of the industry, and the Commis- 
sion itself heard and considered suggestions advanced by the in- 
dustry before it made its recommendations to Congress. The orig- 
inal bill was drafted by the Commission and introduced in Con- 
gress, however, before representatives of the industry had had an 
opportunity to discuss its detailed provisions. The latter—ap- 
parently because of lack of time—did not confer with the Com- 
mission after introduction of the bill."*3 The result was a rather 
* The first part of this article appeared in the August issue of this Journal. 


23 Commissioner Healy expressed his regret “‘that after the bill was printed the 
industry did not see fit to confer with us” (Senate Subcommittee Hearings on S. 3580, 
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strong disagreement over certain provisions of the original bill.'*4 
The representatives of the industry who had co-operated with the 
Commission in its investigation took strenuous exception not only 
to provisions of the bill but to some of the staff’s statistical and 
other findings and inferences. Those objections were presented to 
the subcommittee of the Committee on Banking and Currency of 
the Senate, which held extended hearings on the original bill. The 
nature of the exceptions can be sensed from the previous discus- 
sion. The main contentions were that the legislation went much 
further than was necessary to prevent future abuses; that it was 
unnecessarily restrictive; that its provisions were vague and un- 
certain; that the Commission was delegated unduly broad grants 
of authority to make rules for the industry which had the force of 
law;"5 that it would be impossible to obtain capable men as direc- 
tors of trusts under the new provisions; that managements would 
be placed in “‘strait jackets”; that existing contract rights would 
be unreasonably upset and disregarded; that prohibitions against 
grouping of trusts, against future issuance of senior securities, 
against the use of long-established trust devices, etc., and limits to 
size were too severe. Some contended that they would be forced 
to discontinue operations if the bill became law. The industry al- 
most unanimously favored some regulation, however, and its 
members made many suggestions as to how the Commission’s bill 
could be improved.’ 

As the result of objections voiced by the industry and with the 
approval of the Senate subcommittee and the entire membership 


Part 1, p. 42). Mr. Bunker, for the industry, stated that an “effective opportunity” 
to do so did not exist, because the industry needed all the time between March 14, 
when the bill was introduced, and April 2, when hearings began, to prepare for the 
hearings (Part 2, p. 345). 

124 Introduced on March 14, 1940, as the Wagner bill in the Senate (S. 3580) and 
as the Lea bill in the House of Representatives (H.R. 8935). No hearings were held 
on the original House bill. 

125Qne representative of the industry pointed out that there were eighty-three 
delegations of power to the S.E.C. in the eighty-one provisions of Title I of the pro- 
posed law (Senate Subcommittee Hearings on S. 3580, Part 2, p. 382). 

1% Ibid., pp. 325-754. Of over twenty-five representatives of the industry who 
made statements to the subcommittee, only one felt that no regulation was needed. 
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of the Commission, the staff headed by Commissioner Healy “sat 
down with representatives of the industry to see if we could get to 
a point where we could go back to the Senate Subcommittee and 
say ‘Here are recommendations upon which we and the industry 
are in full agreement.’ ”’ After working “day and night, Sundays 
and holidays, for nearly 5 weeks,” the co-operative body was able 
to present to the Senate subcommittee a memorandum upon 
which they agreed.’ The provisions of the memorandum were 
embodied in a new bill which had the joint approval of the Com- 
mission and (by unanimous consent) of the industry.™* 

After a favorable report by the committees, the bill was passed 
without opposition by the House on August 1, 1940, by the 
Senate a week later, and was signed by the President on August 
22. 

Like all legislation, the new law was the result of opposing 
forces and objectives which, as far as circumstances permitted, 
needed to be harmonized. The investment trust bill emerged from 
a background of conflicts, among which were the following: 

1. The need for regulation but also the need to stimulate the flow of new 
capital into industry—particularly small new enterprises. This, in con- 
junction with the capital needs of the preparedness program, was re- 
repeatedly stressed. 

"21 Hearings before a Subcommittee of the Committee on Interstate and Foreign Com- 


merce, House of Representatives, on H.R. 10065, June 13 and 14, 1940 (76th Cong., 
3d sess. [Washington, 1940]), p. 63. 


"8 Jbid., pp. 63, 71. The Senate subcommittee voted 14 to 1 to report the bill 
favorably. The revised bill was known as S. 4180 and H.R. 10065, sponsored by 
Senator Robert F. Wagner and Representative William P. Cole, Jr., respectively 
(ibid., p. 72). No hearings were held on S. 4180 (see also Congressional Record, 
House, LXXXVI, No. 140 [August 1, 1940], 4915-27). 

Phrases like these were typical of indorsements by those of the industry who 
appeared before the House subcommittee: “‘. . . . we strongly urge its passage at the 
present session’’; “‘. . . . it is a good bill; it isa workable bill”; “‘. . . . we believe the 
bill should be passed and hope that it will be passed”’; the bill “‘I think is an excellent 
one, and I am heartily in favor of it’”’; “this bill, I believe, covers the situation ade- 
quately, and without undue restriction on legitimate business” (House Subcommittee 
Hearings on H.R. 10065, pp. 71-93). This spirit of co-operation was praised on 
the floor of the House (Congressional Record, LXXXVI, No. 140, 14922-27). The 
writer is indebted to Senator Wagner and to Representative Cole for helpful in- 
formation concerning the legislation. 
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2. Co-operation and constructive help for the industry as against the purely 
negative, punitive, and “crack-down” type of legislation. Fortunately, 
the former attitude seemed predominant. 

. A desire to restrict practices causing losses in the past, but also a desire 
to have trusts participate in furnishing “risk capital’ to industry, in- 
volving sizable risks of loss. 

. The recognized economies of size against the general suspicions concerning 
“bigness” and “concentration of economic power.” 

. Minimum standards of safety and size versus permitting easy entry into 
the field by the “little fellow.” 

. Voluntary regulation by the industry as against compulsory regulation 
by the government. 

. Right of stockholders to decide what they want in the way of voting 
rights, control, capital structures, dividends, management, etc., against 
government “paternalism” and restrictions on the use of a number of 
corporate devices. 

. Finally, the perennial conflict between a “government of laws” and “a 
government of men”—between definite, rigid statutory provisions and a 
large measure of discretion to be vested in the Commission—was of 
major importance. Although the industry first objected, it later accepted 
the delegation of discretionary power to the Commission, because inflex- 
ible provisions might have been burdensome in their application to par- 
ticular cases. 

The law that was finally hammered out on the anvil of these 
conflicts of objectives and methods followed the lines laid down in 
the original draft of the Commission-sponsored bill. Many of the 
original provisions were modified to meet the objections of the in- 
dustry. It remained, however, a relatively long and intricate law 
which vested a large measure of discretionary power in the S.E.C. 
—the body charged with responsibility for enforcing its provi- 
sions.”° Of the two major subjects covered by the law, only those 
provisions regulating investment trusts and investment com- 
panies, broadly defined (Title I), will be considered in detail here. 


TITLE I: INVESTMENT COMPANIES 
The general spirit which permeates the provisions of Title I is 
that the investor should know exactly what kind of an investment 
concern he is buying into—whether a diversified trust, a special- 


139 The act was 182 pages long. Title I (regulating investment trusts) covered 155 
pages; Title II (regulating investment counsel) the remainder (H.R. 10065 [76th 
Cong., 3d sess.]). Title III, which amended the waiting-period provisions of the 
Securities Act of 1933, was very brief. 
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ized company, or essentially a speculative venture. None of these 
types is to be suppressed, nor are they to have their investment 
(or speculative) policy determined by law or regulation. Each 
trust must practice that investment policy which it professes to 
the public in selling its securities. That policy may not be changed 
at the sole discretion of the management but only after the stock- 
holders have consented to such a change. In the words of Com- 
missioner Healy: 

The bill does not attempt to say to the investment trust, “You cannot 
make this or that kind of investment.” It does attempt to say, “If you 
regularly make this or that kind of an investment, you must make disclosure 
and obtain your stockholders’ consent to this fundamental business; you 
must wear the label appropriate to your business; and you must conform to 
the type of regulation that is most appropriate for your kind of a com- 


pany,’’:3° 


The other general principle embodied in the bill is that certain 
practices and interrelationships are harmful to the industry be- 
cause they open the door to abuses. These are made unlawful or 
are regulated. 

It is clear that the purpose of the act is to protect the interests 
of investors by regulating management practices; it does not at- 
tempt, as in the case of savings banks, life insurance companies, 
and individual trusts, to regulate investment policies for the pur- 
pose of insuring that the investors’ funds will be placed only in 
“safe” or “conservative”’ securities. 

The Act itself contains the usual introductory “findings and 
declaration of policy” to the effect that the practices of invest- 
ment trusts affect ‘the national public interest,” that they are 
carried on by “‘use of the mails and means and instrumentalities 
of interstate commerce,” that state regulation is “difficult, if not 
impossible,” that it is the declared policy of Congress “to mitigate 
and, so far as is feasible, to eliminate the conditions which ad- 
versely affect the national public interest and the interest of in- 
vestors.’’** Such statements have frequently appeared in recent 


*3° Senate Subcommittee Hearings on S. 3580, Part 1, p. 45. 


*® H.R. 10065 (76th Cong., 3d sess.), pp. 2-5. The similarity of this language to 
that of the Securities Act of 1933, the Securities Exchange Act of 1934, and the 
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federal legislation and are probably designed to put at rest all 
doubts that a national problem is involved and that the federal 
government has the constitutional power to regulate the activities 
in question under the broad provisions of its authority over inter- 
state commerce and use of the mails. 

For purposes of convenience and clarity, the substantive provi- 
sions of Title I of the Act will be discussed by subject matter 
rather than by following the sections in numerical order. 


REGISTRATION 

The Act required all domestic investment companies to register 
with the Commission on or before November 1, 1940, or cease 
using the mails or instrumentalities of interstate commerce to 
carry on their operations (sec. 7).'** A simple notification of regis- 
tration was sufficient to effect registration, but thereafter each 
company must file with the Commission such “information and 
documents as the Commission shall by rules and regulations pre- 
scribe,” including a statement of policy concerning such matters 
as diversification of investments, participation in underwriting 
activities, making loans to persons, purchase of real estate and 
commodities, borrowing money, issuing senior securities, port- 
folio turnover, and other matters of fundamental policy. The 
registration statement must also provide information concerning 
officers, directors, and other affiliated persons and financial and 
other information that would be required if the company regis- 
tered its securities under the Securities Act of 1933 and the Se- 
curities Exchange Act of 1934. Where this information is already 
filed, it may be used for purposes of registration under the new 


Public Utility Holding Company Act of 1935 and the close parallels in regulatory 
method and machinery make their common origin and complementary nature 
obvious. A clear exposition of the bill was given by Representative Cole (Con- 
gressional Record, LXXXVI, No. 140, 14915) and by Senator Wagner’s Committee 
Report (ibid., No. 144, p. 15414). 

13? Foreign (or alien) corporations are not permitted to register unless the Com- 
mission finds that they can be made subject to regulation like domestic companies 
(sec. 7). The original draft forbade registration of foreign-incorporated companies 
entirely, since it was felt that it would be difficult to regulate them. Corporations 
chartered in Canada were vehicles for the Fiscal Management and Northern 
Fiscal group frauds (Report of the S.E.C., Part III, pp. 350-496). 
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law by being brought up to date. The saving in trouble and ex- 
pense to registered companies of this latter provision is, of course, 
of considerable importance. The Commission may suspend or re- 
voke registration if the statement filed contains omissions or mis- 
leading statements of material facts or if the company ceases to 
be an investment company (sec. 8). 


INVESTMENT TRUSTS DEFINED 

Since so many different kinds of enterprises may own, deal in, 
or invest in securities, it was a matter of some importance to 
define types of activity in such a way as to cover those intended to 
be regulated and exclude others. Section 3 of the Act defines an 
“investment company” as one which (1) engages primarily “in 
the business of investing, reinvesting, or trading in securities” or 
(2) is engaged “in the business of issuing face-amount certificates 
of the installment type”’ or (3) which owns or proposes to acquire 
investment (not subsidiary) securities exceeding 40 per cent of its 
assets (exclusive of cash items and government securities). The 
law specifically excludes companies which “directly or through 
wholly owned subsidiary or subsidiaries” are primarily engaged 
“in a business or businesses other than investing, reinvesting, 
owning, holding, or trading in securities.”**3 The Commission 
may extend this definition by declaring any company to be pri- 
marily engaged in a business other than that of investment. 

In order to exclude personal investment or holding companies 
from the purview of the law, companies (or their parent-com- 
panies) owned by not more than one hundred persons and which 
do not offer securities to the public are specifically exempted by 
the Act. 

The Act also specifically exempts investment banks, brokers, 
commercial banks, savings banks, building and loan associations 
and similar institutions, common (or commingled) trust funds of 
banks, receivers and persons acting in a similar capacity, bank 
holding companies supervised by the Board of Governors of the 

"33 According to Mr. Schenker, this provision was designed to exclude the pure 
holding company type “‘like United States Steel, or General Motors” (House Sub- 


committee Hearings on H.R. 10065, p. 102). It will be noted that the subsidiary must 
be wholly owned. 
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Federal Reserve System, small loan companies, discount com- 
panies, instalment finance companies, factors, mortgage com- 
panies, companies regulated under the Interstate Commerce Act 
and their subsidiaries, holding companies registered under the 
Public Utility Holding Company Act of 1935, companies solely 
dealing in or owning oil royalties, eleemosynary institutions, em- 
ployees’ bonus or pension plans, voting trusts of other than in- 
vestment companies, and protective committees (sec. 3). It also 
exempts investment companies organized in territories or posses- 
sions of the United States (providing their securities are not sold 
outside of territorial boundaries; this exemption was apparently 
made because of expense and difficulty of enforcement), com- 
panies in the hands of receivers or trustees in bankruptcy, em- 
ployees’ securities companies, and others which may be exempted 
by the Commission to the extent that is consistent with the 
public interest. The Commission may subject small closed-end 
companies to certain provisions of the law and exempt them from 
others (sec. 6). 

The Commission is not, through these registration provisions, 
given discretion to decide which investment companies shall be 
permitted to carry on business. All who apply for registration are 
entitled to registration as long as they conform to the require- 
ments of the Act and make full and accurate disclosure of sig- 
nificant information to the Commission. 

Investment companies which come under the provisions of the 
Act are divided into three classes: (1) face-amount certificate 
companies (those selling instalment contracts that have a speci- 
fied value at maturity); (2) unit investment trusts, which com- 
prise fixed trusts and those selling fixed-trust shares on the instal- 
ment plan; and (3) management companies (by far the most im- 
portant type), which class includes all companies not included in 
the first two categories. Management companies are subclassified 
as closed-end companies and open-end companies, the latter being 
companies which contract to redeem their shares whenever asked 
to do so by the shareholder (sec. 4). 
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INVESTMENT POLICY 
As has been previously stated, the law does not attempt to 
determine investment policy to be followed by the companies; 
rather it attempts to make them adhere to the investment policies 
of the “badge they wear’’ in public. To this end, management 
companies are divided into “diversified” and “nondiversified”’ 
companies. The former may invest more than 5 per cent of their 
assets in the securities of any one company and own more than 10 
per cent of the voting securities of any company only if such as- 
sets do not exceed 25 per cent of their total assets.**4 
A nondiversified company is any management company that 
does not choose to subject itself to the limitations prescribed for a 
diversified company (sec. 5). Investment policy may not be 
changed without a vote of the majority of outstanding voting 
securities (sec. 13). 
SIZE 


One provision which elicited some controversy was that per- 
taining to the proper size of investment companies, both mini- 
mum and maximum. The original bill provided for a minimum 
net worth of $100,000 and maximum total assets of 150 million 
dollars. There was not much objection to the minimum require- 
ment, which was imposed to insure that those promoting invest- 
ment trusts provide at least a reasonable financial stake and es- 
tablish minimum research equipment before offering securities to 
the public. One congressman, however, thought such a provision 
might hamper the “‘little fellow” just getting started."*> The ques- 
tion of maximum size was a harder nut to crack. The Commission 
in defending its 150-million-dollar limitation (200 millions for 
face-amount certificate companies and 75 millions for trading and 
finance companies) emphasized the dangers to marketability in- 
herent in large concentrated holdings of securities, the danger of 
“runs” on open-end trusts, the increasing difficulty of manage- 

"34 The company does not lose its diversified status if appreciation causes the 
value of one company’s securities to exceed 5 per cent of total assets. 


"38 House Subcommittee Hearings on H.R. 10065, pp. 116-19. Mr. Schenker said: 
“Small-sized companies just did not work.” 
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ment as size increases, the poor investment experience of large 
trusts, and the fact that the average size of British trusts is only 
about 30 million dollars. Moreover, the Commission maintained 
that the limit was nominal, since no single company in existence 
was that large. Perhaps there was some feeling that size would 
also increase “economic power,” but that was not specifically 
mentioned.*** On the other side, trust managements argued that 
there should be no limits to size, that large size results in econo- 
mies of research and operation, that size does not exert an adverse 
influence on the general economy, that the danger of runs on 
open-end trusts is illusory and such runs have never been ex- 
perienced, that there is no correlation between size and losses, and 
that marketability is not threatened, since the largest trust held 
on the average only one-half of 1 per cent of the portfolio stocks 
outstanding.*37 

The bill finally enacted retained the $100,000 net-worth mini- 
mum for mew companies but prescribed no maximum size. In- 
stead, it authorized the Commission to make further study of size 
in relationship to investment policy, security markets, and the 
concentration of control of wealth and industry and to report its 


findings and recommendations to Congress (sec. 14). 


PERSONNEL 

Perhaps the most important as well as the most controversial 
provisions of the law concerned personnel and their relationships 
to investment companies and other enterprises. Account has al- 
ready been given of the Commission’s recital of the abuses and 
mistakes that arose where persons were placed in positions 
where their personal interests might lead them to compromise or 
even ignore those of the investment company. Because they were 
condemned both by the Commission and by the representatives of 
the industry, it should have appeared easy to evolve a united plan 
for eliminating them. Actually, the original draft by the Commis- 
sion was more nearly unanimously opposed for its provisions plac- 
ing restrictions on officers, directors, managers, underwriters, and 

13° Senate Subcommittee Hearings on S. 3580, Part 1, pp. 245-59. 

137 Senate Subcommittee Hearings on S. 3580, Part 2, pp. 345, 484, 495- 
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others in control of trust policies and operations than for any 
other group of provisions. The original bill (sec. 10) was so re- 
strictive in some of its provisions that many companies voiced 
fears that they would lose most of their competent and helpful 
directors. Particularly objectionable were the requirements that 
all officers, directors, underwriters, and affiliated persons must file 
registration statements with the Commission and those prohibit- 
ing directors and managers of trusts from holding similar posi- 
tions in portfolio companies, other investment companies, com- 
mercial banks, principal underwriters, and principal brokers of the 
company. The first, by placing officers, directors, etc., under the 
control of the Commission, with the inherent possibility that there 
would be considerable “‘prying into”’ their private affairs, and the 
second, by prohibiting certain interrelationships that were well 
established in the industry, evoked vigorous protests. It was con- 
tended that the enactment of such provisions would destroy many 
management organizations built up over the “last generation’; 
that it would ruthlessly throw out existing directors and make it 
difficult and costly to get new ones; that “‘boards will be filled with 
artists, architects, musicians, doctors, and the like’’; that those 
capable of giving excellent advice, based on knowledge of indus- 
trial conditions, would be excluded; and so forth."** 

The final draft of the bill modified these restrictions to make 
them more workable and at the same time provided protection 
against the more probable cases of dangerous “double loyalty.” 
The Act prohibits (in sec. 9) any person who within ten years has 
been convicted of a felony or misdemeanor arising out of security 
transactions, or any person under a court restraining order for 
similar transgressions, from acting as an officer, director, invest- 
ment adviser, or principal underwriter of any investment trust— 
unless he can convince the Commission that he has been re- 
habilitated and is worthy of trust. 

Modifications of the original severe restrictions on trust per- 
sonnel are found in the revised section 10. Under it no investment 
company shall have more than 60 per cent of its board of directors 


“* Ibid., pp. 374, 408, 415, 426, 477, 544, 558, 561, 593, 621, 644, 651, 687, 703. 
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composed of investment advisers or of officers or employees of the 
investment company. This permits investment advisers or others 
sponsoring or controlling investment companies to retain control 
and make their advice effective, while at the same time it provides 
a check through a substantial minority representation."*® With 
respect to interlocking directorships and officerships between in- 
vestment trusts and their regular brokers, principal underwriters, 
and principal distributors, the law is more strict. In order to 
guard against the temptation to maximize commissions and estab- 
lish new business connections through the use of investment trust 
funds, it forbids transactions between trusts and these interlocked 
concerns unless a majority of the board of directors is independent 
of the underwriters, chief distributors, or brokerage concerns. 
The object is to provide not only independent scrutiny but also 
independent control over such relationships. In both of the above 
cases a period of one year is permitted to rearrange existing inter- 
relationships to conform with the law. Trusts controlled by in- 
vestment counsel firms and conforming to certain requirements 
are exempt from these provisions. 

Interlocking relationships with commercial banks are also con- 
trolled. No investment company may have as a majority of its 
board of directors officers or directors of any one bank. Existing 
relationships (as of March 15, 1940) in this regard are not dis- 
turbed, but the bank representation on the board of directors 
may not be increased in the future. This exemption (also in the 
original draft) is very important, since it permits bank-sponsored 
trusts already operating to continue their affiliations. The Act 
merely prevents new ones from being formed. Apparently the 
Federal Reserve Board as well as the Commission was of the 
opinion that bank-trust relationships might be dangerous to the 
bank as well as to the investment company."*° 

139 The original bill provided that a majority of the board must be independent 
of management or investment advisers, but this raised the question of how manage- 
ment and advisers could be held responsible if they could not make their decisions 
effective. This objection “made sense to us,” according to Commission counsel, and 
so effective control was permitted. (House Subcommittee Hearings on H.R. 10065, 
* me bid., p. 111. For instances in which banks used affiliated trusts for purposes 
of unloading securities and loans and supporting the market for the banks’ stocks 
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Transactions arising out of other divided-loyalty relationships 
are also regulated. One section prohibits investment trusts from 
purchasing securities of which an officer, director, adviser, or other 
affiliated person is the principal underwriter, during the existence 
of an underwriting or selling syndicate. The company, however, 
may make such purchases during the syndicate period if it is itself 
a principal underwriter of the issue. The Commission may grant 
exemptions for certain transactions if such are consistent with the 
public interest (sec. 10). 

Perhaps the most important of these provisions is that prohib- 
iting direct transactions between affiliated persons (including 
promoters, officers, directors, etc.) and investment companies 
(sec. 11). This provision puts an end to so-called “‘self-dealing,”’ 
which the Commission found to be one of the most prolific sources 
of abuse. Purchase of merchandise and lessor-lessee relationships 
in the ordinary course of business are exempt; and the Commis- 
sion may, upon application, exempt individual transactions if it 
finds that they are fair and consistent with the company’s policy 
and the purposes of the Act. This scrutiny by an independent 
agency should adequately protect the interests of security-holders 
in specific instances where direct dealing may be mutually ad- 
vantageous. 

Among the miscellaneous provisions of the Act concerning per- 
sonnel and related transactions are those limiting brokerage com- 
missions on transactions in which affiliated persons act as agents 
to those that are standard at the time. Commissions of 2 per cent 
are permitted on secondary transactions and 1 per cent on all 
other transactions not made on a securities exchange—unless the 
Commission permits a larger commission."* 

The Commission may require those individuals having access 
to company securities or funds to be placed under bond. All port- 


see Report of the S.E.C., Part III, pp. 115-41, 142-80; also Senate Subcommittee Hear- 
ings on S. 3580, Part.1, pp. 206-23. The possibility of runs on the bank because of 
the weakness of its affiliated trust was also suggested. 

“# It is obvious that the provision is designed to prevent the kind of exploitation 
that came in the form of commissions and service charges exacted by some of the 
ys of investment trusts (see especially Report of the S.E.C., Part III, pp. 350- 
496). 
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folio securities must be placed in the custody of banks or stock- 
exchange firms. 

After one year corporate charters, by-laws, or trust indentures 
of registered companies may not contain any provision protecting 
any officer or director from liability to which he would otherwise 
be subject “by reason of willful malfeasance, bad faith, gross neg- 
ligence or reckless disregard of the duties involved in the conduct 
of his office.’’* Similar provisions apply to contracts covering in- 
vestment advice and underwriting (sec. 17). This provision, im- 
plying some basis for concern by well-intentioned officers and di- 
rectors, has as its purpose the outlawing of so-called “exculpatory 
clauses” in the fundamental corporate contract, behind which 
those guilty of disregard for their quasi-fiduciary positions might 
try to escape suits by damaged security-holders. Whether this 
provision will frighten away capable and useful directors remains 
to be seen. It will probably cause some figurehead or “dummy” 
directors to resign (sec. 17). Furthermore, the Commission is au- 
thorized to institute court proceedings to enjoin officers, directors, 
advisers, and underwriters from gross misconduct or gross abuse 
of trust. The injunction may be permanent or temporary at the 
discretion of the court (sec. 36). 

Conversion of funds, larceny, and embezzlement are made fed- 
eral offenses, subject to fine of $10,000 or imprisonment for two 
years or both (secs. 37 and 49). 

Officers, directors, and owners of more than ro per cent of any 
class of outstanding securities of closed-end companies must re- 
port each month their transactions in the securities of their com- 
panies and are liable to such companies for profits made in trans- 
actions completed within six months (sec. 30). This is the already 
familiar provision of the Securities and Exchange Act of 1934 
(sec. 16[b]) applicable to all corporations whose securities are 
listed on national stock exchanges. This provision was incorpo- 
rated bodily into the new law and is designed to prevent those in 
responsible positions from making use of inside information for 
their own profit. 

The most important omissions in the revised bill were those 


"4 H.R. 10065, p. 76. 
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requiring the registration of all responsible personnel and the pro- 
hibition of interrelationships with companies whose securities are 
held in the portfolio. 


SECURITY-HOLDERS’ CONTROL OVER COMPANIES 


A number of provisions in the new law look to increasing the 
authority of the owners of trust securities over the affairs of their 
investment trusts. To this end, no new voting trusts offering se- 
curities to the public may be established, but existing voting 
trusts may continue until expiration. “Circular ownership,” 
whereby management is enabled to retain control of two or more 
companies by having each company own large blocks of voting 
securities in the other companies, is prohibited (beyond 3 per 
cent) and must be eliminated within 5 years (sec. 20). (The origi- 
nal S.E.C. draft prohibited entirely the public offering of voting 
trust certificates and required elimination of cross-ownership 
within 3 years).**? The proxy machinery, whereby management 
votes the shares of many stockholders, is placed under the control 
of the Commission, which may make rules regarding proxy solici- 
tation. The Commission has already had considerable experience 
with rules on this matter under the existing securities acts, and no 
difficulty from this provision is anticipated. 

After one year, contracts for investment advisory service must 
be in writing and must be approved by a majority of the voting 
securities (unless in effect prior to March 15, 1940). Advisory con- 
tracts must be specifically reapproved each year by directors or 
security-holders and must be terminable without penalty upon 
sixty days’ notice by the company upon action by the board of 
directors or a majority of voting security-holders. If the contract 
is assigned by the investment adviser, it is automatically termi- 
nated. Contracts entered into between open-end investment 
trusts and their principal underwriters are subject to the same 
requirements as those for advisory service. In both cases con- 
tracts in effect on March 15, 1940, may run until they expire, but 
not beyond March 15, 1945 (sec. 15). The repeated cases of traf- 
ficking in management contracts and the common practice where- 


"43 Senate Subcommitice Hearings on S. 3580, Part 1, pp. 280 ff. 
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by managements and distributors negotiated contracts for service 
with themselves sufficiently explain these provisions. 

All directors must be elected by the holders of voting securities, 
except that a number not exceeding one-third of the board may be 
filled in any lawful manner between meetings of stockholders. 
Where the organization takes the form of a strict trust, such elec- 
tion of trustees is not necessary; however, certificate-holders may 
remove trustees (sec. 16). The first of these provisions is designed 
to prevent wholesale abdication by those responsible for manage- 
ment and the accession of a new board, by the process of one-by- 
one resignation and the appointment of successors by the remain- 
ing directors. This was frequently used as a device to deliver con- 
trol of a trust to a new management (which often had dubious 
intentions) without the knowledge or consent of the stockholders. 
The second provision protects existing arrangements where the 
investment institution is organized as a true trust. This preserves 
the original intention of the certificate-holders and removes the 
possibility of unlimited liability that, according to legal prece- 
dent, might arise if certificate-holders periodically elect the man- 
agement. This appears to be a logical modification, since true 
trusts cannot be “sold down the river” to exploiters with the 
same ease as can corporations.'** The original draft did not make 
this exception for true trusts and brought sharp criticism from 
representatives of a number of old and well-established Boston 
trusts. 

Hereafter, the consent of stockholders of closed-end companics 
must be obtained for the issuance of common stock below net 
asset value, except when such stock is offered only to existing 
stockholders or is issued to fuifil the requirements of existing con- 
version privileges or stock-purchase warrants. As a further pro- 
tection against dilution of existing stockholders’ equities, no se- 
curities may be issued by a closed-end company to pay for serv- 
ices or property (other than cash and securities). This, of course, 
eliminates one of the most widely used methods of rewarding pro- 
moters and other insiders (sec. 23). Furthermore, such companies 


144 Senate Subcommittee Hearings on S. 3580, Part 2, pp. 502-7, 545-47, 580-84, 
595-604. 
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may repurchase their securities only on the open market, after 
notice or by tenders from existing security-holders or by such 
other means as the Commission considers adequate to protect 
security-holders. Here, again, the protection of existing equities 
and even-handed treatment of all security-holders is the desired 
objective. Favoritism in either the issuance or the retirement of 
securities by closed-end companies is thus brought to an end. The 
only possible objection to this provision concerns ways of reward- 
ing promoters of new companies for their services. Methods other 
than issuing stock for overvalued property and services—that 
time-honored source of promoters’ rewards in American corpora- 
tions—will have to be found, if new companies are to be pro- 
moted.*45 

Stockholders will no longer be misled in gauging the accom- 
plishments of management. The provisions concerning methods 
of accounting and those requiring accurate and complete reports 
to stockholders, with audit protections (sec. 30), and the require- 
ment that the source of each dividend other than those paid from 
earnings must be stated in writing (sec. rg) not only give the 
stockholder the protection afforded by comprehensive and reliable 
information but enable him to appraise the quality of manage- 
ment. This protection is enhanced by the requirement that the 
stockholders must ratify the directors’ appointment of an inde- 
pendent public accountant, whose certificate or report must be 
addressed to the security-holders as well as to the board of direc- 
tors. Holders of the majority of the outstanding voting securities 
may terminate the employment of such accountant at any time 
without penalty. Furthermore, the controller or principal ac- 
counting officer must be chosen either by the board of directors or 
by security-holders (not merely, as is common, by executive of- 
ficers). Commission discretion to require a reasonable degree of 
uniformity in accounting policies of investment companies (secs. 3 
and 32) may help security-holders to judge their own company in 
better perspective. 


“45 The issuance of special classes of stock to promoters, for cash or anything 
else, is prevented by sec. 18, which permits only one class of common stock to be 
issued in the future. 
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Shareholders of unit (fixed) investment trusts must be advised 
of all portfolio changes (sec. 26). This provision does not apply to 
management companies, which are not committed to a relatively 
fixed portfolio of securities. 

Undoubtedly one of the most important prerogatives of the 
voting security-holders is the power to veto any change in invest- 
ment policy (sec. 13). This prevents the management from em- 
barking upon a course of action foreign to the purposes intended 
when security-holders put in their money. It closes the door, 
moreover, to the dangers that have sometimes accompanied 
wholesale portfolio transformations. 

Finally, the security-holder is to be given help and guidance by 
the Commission in some puzzling situations which arise and fre- 
quently present difficult problems even to the experienced in- 
vestor. Section 11 of the Act prevents any open-end company or its 
principal distributor from making any offer involving an exchange 
of securities on any basis other than relative net asset values, un- 
less such offer has been submitted to and approved by the Com- 
mission. Section 25 permits the Commission to give an advisory 
opinion on plans of reorganization or recapitalization of all types 
of investment companies outside of court, if either the company or 
25 per cent of any class of security-holders requests it. This report 
must be sent to all security-holders. Those soliciting proxies, de- 
posits, powers of attorney, etc., in connection with reorganization 
plans, must file copies of all documents, copies of plans, etc., with 
the Commission for its information. (The original draft required 
approval of all plans for voluntary reorganization by the Commis- 
sion before they could be submitted to security-holders.) The 
Commission, moreover, may bring court proceedings to enjoin 
any plan of reorganization which it finds to be “grossly unfair or 
tv constitute gross misconduct or gross abuse of trust on the part 
of the officers, directors, etc.’’*4* This should result in much- 
needed assistance in protecting the interests of security-holders of 
companies undergoing reorganization. The provision concerning 
advisory opinions is in addition to the protections afforded by 

46 H.R. 10065, p. 102; see also House Subcommittee Hearings on H.R. 10065, 
p. 125. 
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other recently enacted legislation (chap. x of the Bankruptcy 
Law) covering reorganization under the jurisdiction of the courts. 


ACTIVITIES OF TRUSTS 


The restriction and regulation of a wide range of operations and 
activities of investment trusts is one of the major features of the 
law. In general these are designed to require all companies to live 
up to the practices that are usually considered proper for invest- 
ment trusts and which have been followed voluntarily by the 
better-managed companies. In a few matters, however, the new 
law goes even further and restricts or regulates practices which 
had been accepted as proper by the bulk of the industry. In one 
or two instances the law is permissive or even promotive of prac- 
tices which it was felt were helpful to economic life as a whole. 
Most of the provisions in this regard are relatively simple, and no 
attempt will be made to explain the development of each. The 
background sketched in the previous analysis explains them ade- 
quately in most cases. 

Hereafter investment companies may not buy securities on 
margin, participate in joint trading accounts (except as a par- 
ticipant in underwriting), or sell short any security, except as per- 
mitted under the rules and regulations of the Commission. Diver- 
sified companies may act as underwriters if in conformity with 
their declared investment policies, but underwriting plus other 
commitments to issuers shall not exceed 25 per cent of total assets. 
To guard against excessive sales activity, open-end companies 
may not act as distributors of their own securities, except in ac- 
cordance with Commission regulations (sec. 12). 

Pyramiding of investment companies (control through suc- 
cessive layers of corporations) is prevented by the requirement 
that no investment company may purchase more than 3 per cent 
of the voting securities of another diversified investment com- 
pany, or 5 per cent of those of a specialized company. If a com- 
pany, however, already owns 25 per cent or more of the voting 
stock of another company, and so presumably controls it, the 3 
and 5 per cent limits do not apply. Since control already exists, 
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there is supposedly no reason to restrict further ownership of 
securities. The 3 and 5 per cent rules permit companies to obtain 
investment diversification through other investment trusts with- 
out controlling them. The same provisions apply to the purchase 
of voting securities in insurance companies, except that purchases 
may be made up to 10 per cent of the total voting stock in such 
cases. This ro per cent limit does not apply to stock issued by 
newly organized insurance companies or where the Commission 
permits the 1o per cent limit to be exceeded for the purpose of 
bolstering the finances of a particular insurance company (sec. 
12). 

One of the widely heralded provisions of the Act pertains to 
investment trust participation in the supply of “‘venture’’ capital, 
whose importance to a progressive and prosperous economy has 
been recently emphasized. The need for capital by small business 
enterprises whose security issues cannot be satisfactorily or eco- 
nomically marketed through existing channels has also received 
wide attention—both inside Congress and out. The law permits 
investment trusts to subscribe up to 5 per cent of their total as- 
sets to the capital stock of a special corporation to be organized by 
investment trusts to promote, finance, or reorganize companies.'*’ 
This trust-sponsored corporation may have a capital not to ex- 
ceed 100 million dollars. 

Ordinarily, trusts in the past have not been active in supplying 
venture or promotional capital, although some steps in this direc- 
tion have been taken by a few diversified or specialized com- 

147 This commitment is to be considered part of the diversified investments 
of diversified companies. The suggestion that culminated in this provision (sec. 
12[e]) was said to have been made by Professor O. M. W. Sprague, who has 
been associated for some time with one of the large Boston open-end trusts. In 
his testimony before the Senate subcommittee he proposed such a corporation 
as a possible means of meeting the problems of risk distribution and the provision 
of an adequate research staff (see Senate Subcommittee Hearings on S. 3580, Part 
2, pp. 360-64). Jerome N. Frank, then chairman of the S.E.C., in a speech in 
Cleveland, suggested setting up a speculative investment trust to supply capital 
to small concerns (New York Times, April 26, 1940; see also H. A. Long, “Trust 
for Trusts in New Bill,” Barron’s, June 10, 1940, p. 18, and House Subcommitice 
Hearings on H.R. 10065, pp. 113-14.) 
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panies."** The rather strict limits on this type of commitment in 
the new Act are such that the risks involved will not fall heavily 
on the investors of any one company. No one can now foresee 
what results this new arrangement may bring. It may or may not 
be found that there is a large response on the part of lenders and 
borrowers. At any rate this provision, together with those which 
permit trusts to supply “salvage” capital to insurance companies 
and permit diversified companies to invest up to 25 per cent of 
their assets in nondiversified securities, represents a compromise 
between “‘protecting’”’ the investor, on the one hand, and per- 
mitting investment trusts to help solve national economic prob- 
lems, on the other.*4? In these provisions it is patent that both the 
Commission and Congress were willing to give up a measure of the 
first objective to open the door for some of the second. 

Capital structures of investment trusts in the future must com- 
ply with requirements laid down by the revised Act. The original 
draft had permitted only common stock to be issued by trusts in 
the future. Widespread objections from the industry resulted in 
the revised provision which permits bonds and preferred stocks to 
be issued by closed-end companies if the bonds are covered by 
assets to the extent of 300 per cent and the preferred stocks are 
covered to at least 200 per cent of par value."®° This permits com- 
panies to obtain up to one-third of their capital by borrowing on 
one kind of fixed-charge security or up to one-half of their capital 
by issuing one kind of senior stock. Although the limits are some- 
what arbitrary and bear no relationship to the conservatism or 
lack of it in the management of the underlying portfolio, they 
probably are reasonable for a cross-section of closed-end com- 

“48 Atlas Corporation, Chicago Corporation, and Lehman Corporation have 
engaged in this type of operation to some extent in recent years (House Subcommittee 
Hearings on H.R. 10065, p. 133). 

49It would seem that in permitting (and possibly encouraging) investment 
trusts that wear the “diversified” badge to risk up to 100 million dollars of in- 
vestors’ money on new promotional enterprises, the Commission showed a more 
“realistic” attitude than in its reports to Congress, where investment trust losses 
were repeatedly pointed to as reasons for regulation. 


*s° Short-term borrowing up to 5 per cent of total assets is permitted. 





708 CHELCIE C. BOSLAND 


panies. Open-end companies, because of their continuous obliga- 
tion to redeem their stock, are not permitted to issue preferred 
stock or bonds in the future. This is probably a negligible hard- 
ship, since almost none of this type now has senior capital out- 
standing. Open-end companies may, however, borrow from banks 
up to one-third of their total assets. 

Should asset coverage fall below 300 per cent of the indebted- 
ness of a closed-end trust, no common-stock dividends may be 
paid or stock repurchased by the corporation until the deficiency 
is made good. Dividends on preferred stock, however, may be 
paid if the indebtedness is covered at least 200 per cent. Divi- 
dends on common stock and repurchases of common stock are pro- 
hibited unless the preferred stock has an asset coverage of 200 per 
cent. Bondholders, moreover, are to be given the right to elect the 
majority of the board of directors if the asset value of the bonds 
falls below 100 per cent, and default will automatically exist if the 
bonds remain “under water” (below 100 per cent coverage) for 
twenty-four consecutive calendar months. Preferred stockholders 
have the right to elect at least two directors at all times and a 
majority (subject to bondholders’ rights above) of the board of 
directors if preferred-stock dividends are unpaid for two years. 
All new issues of stock must have full voting rights. Stock pur- 
chase warrants and conversion privileges may not in the future 
exceed one hundred and twenty days’ duration and must be issued 
ratable to a class or classes of security-holders (sec. 18). 

Issues of bonds or preferred stock sold to refund securities now 
outstanding and those issued in the process of reorganization do 
not come under the restrictions of the Act, and so existing capital 
structures need not be disturbed. This softened the impact of this 
part of the law upon existing companies. 

The potential dangers of loss of control, dividend restrictions, 
and technical default are likely to make investment company 
managements more cautious in issuing senior securities in the 
future—particularly where portfolio values are subject to wide 
market swings. On the other hand, these same provisions permit 
holders of senior securities to take protective steps when their 
position is likely to become endangered. In this respect, at least, 
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senior security-holders of investment trusts are given greater pro- 
tection than is afforded by law to holders of senior securities in 
other industries.** 

Investment companies may not make loans to individuals un- 
less it is in line with their declared policy. Loans to controlling 
persons are prohibited, except that “upstream’’ loans are per- 
mitted by a 100 per cent owned subsidiary. The dangers of this 
type of loan are too obvious to require comment, but it will be 
noted that not all personal loans are prohibited. 

Purchases of securities issued by those operating as brokers, 
dealers, or underwriters of securities for investment companies, 
unless such concerns are wholly owned, are prohibited (sec. 12). 
This, of course, does not prevent acquisition of stock of the “ven- 
ture-capital” corporation previously discussed. 

Records upon which statements filed with the Commission are 
based must be preserved and kept open to examination by the 
Commission (sec. 31). Reports submitted to stockholders may 
not be inconsistent with those filed with the Commission (sec. 30). 
This prevents the issue of misleading reports to stockholders while 
those issued to the Commission are technically correct. 

The controversy over dilution of the stock equity of share- 
holders of open-end trusts arising through the sale of new stock 
under the “two-price’”’ system was finally settled by giving the 
industry a year to work out a voluntary plan to be made binding 
upon all its members under provisions of the Maloney Amend- 
ment (sec. 15A, providing for self-discipline in the over-the- 
counter market) to the Securities Act of 1934. Grossly excessive 
sales loads would also be prohibited by similar self-imposed rules. 
If the industry does not solve these problems by voluntary action 
within a year, the Commission may prescribe rules of its own." 
Open-end companies may not suspend the right of shareholders to 

*S* House Subcommittee Hearings on H.R. 10065, p. 121. 


*#? The National Association of Securities Dealers, Inc., recently approved addi- 
tions to their “Rules of Fair Practice,” effective June 1, 1941, covering the issuance 
and distribution of shares of open-end trusts. One rule provides for the pricing of 
new shares twice daily. The rule was filed with the S.E.C. and was permitted to 
become effective. (S.E.C. Investment Company Act of 1940, Release No. 118 
[April 19, 1941).) 
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redeem their shares for a period of more than seven days, except 
in times of emergency (sec. 22). 


FIXED TRUSTS, PERIODIC-PAYMENT PLANS, AND FACE- 
AMOUNT CERTIFICATE COMPANIES 


The Act contains several sections dealing with problems pecu- 
liar to specific types of investment trusts or companies. One of 
these types—unit or fixed trusts—is subject to the following re- 
quirements laid down in Section 26: 


1. The trustee must be a bank with capital funds of at least $500,000. 
2. Trustees may collect from trust funds fees for services not otherwise 
compensated but may not make such payments to the depositor company. 
. All funds and property of the trust must be held by the trustee. 
. Trustees may not resign unless the trust is fully liquidated or a substitute 
trustee takes over the funds. 
. Shareholders shall be advised of portfolio changes. 
. The Commission may institute court proceedings to liquidate inactive 
or orphan trusts for the benefit of the shareholders. 


The close parallel between these provisions and the abuses of 
fixed trusts, reviewed above, is apparent. Perhaps all that need be 
said is that the law does not seek to regulate the investment pol- 
icies of this type of trust or to fix the original loading or sales 
charge and that the revised draft omitted the requirement that 
the Commission must consent to the resignation of the trustee or 
depositor of such a trust." 

Periodic-payment plans, by which fixed-trust shares are sold to 
small investors on the instalment plan, had been found by the 
Commission to be subject to many abuses, particularly those of 
misrepresentation, high-pressure sales methods, and excessive 
sales loads. The pertinent provisions of the new Act (approved by 
a majority of the industry and embodied in sec. 27)" are as fol- 
lows: 


1. The sales load shall not exceed 9 per cent of total payments (as com- 
pared with an average of about 15.5 per cent in the past). The Commission 
may limit management feés, if such are charged. 

2. Not more than half of the first twelve monthly payments may be de- 
ducted as sales load, and the balance must be spread equally over subse- 


183 Senate Subcommittee Hearings on S. 3580, Part 1, p. 18. 
84 House Subcommitiee Hearings on H.R. 10065, pp. 83-86, 130-36. 
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quent payments. (This provides early cash values to savers and places a 
penalty on overselling which leads to early lapses.) The Commission may 
grant exceptions to aid small companies. 

3. In order to reduce losses to investors who are likely to lapse because 
their incomes are too small or uncertain to keep up a program of saving and 
to prevent excessive selling costs, no certificate may be sold on which the 
first payment is less than $20 or on which any subsequent payment is less 
than $10. 

4. All certificates must be redeemable at the option of the holder, and the 
proceeds of all payments (exclusive of sales load) must be deposited with an 
eligible trustee. 

Although scrutiny over sales literature is provided for in Sec- 
tion 24, the act does not go so far as to establish detailed rules 
governing the sales methods used by these companies as a class. 
Perhaps this can be accounted for by the effectiveness of action 
already taken by the Commission in stamping out misleading 
sales devices in the industry under its powers provided in the 
Securities Act of 1933. These powers over prospectuses are ampli- 
fied under the new law (sec. 24[e]).*5 

Face-amount certificate companies, which sell savings con- 
tracts with a specific maturity value—not ordinarily considered 
investment trusts—are subject to numerous provisions. Here- 
after, each company must have a minimum paid-in capital of 
$250,000, although those in existence in March, 1940, may con- 
tinue to operate if they have assets of not less than $50,000. (The 
original draft had no such “grandfather clause.’’) In addition, un- 
der the provisions of Sections 28 and 29: 


1. It must maintain adequate reserves, calculated on a 3.5 per cent 
interest basis or less. 

2. It must not charge a sales load in excess of 7 per cent of the amount of 
the certificate. Not more than 50 per cent of the first year’s payment or more 
than 4 per cent of the sixth and subsequent years’ payments may be deducted 
as sales load. 

3. It must provide surrender values in all contracts, which shall be not 
less than 50 per cent of payments the first year and the amount of the re- 
serve (less surrender charges) in subsequent years. 


"85 Senate Subcommittee Hearings on S. 3580, Part 1, pp. 161-74. Court action by 
the Commission resulted in consent decrees under which the use of questionable sales 
methods was enjoined (see Report of the S.E.C.: Companies Sponsoring Installment 
Investment Plans, pp. 154 ff.). 
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4. It must own cash or qualified investments (legal for life insurance 
companies in the District of Columbia) adequate to cover capital stock and 
reserve requirements. These must be deposited with qualified trustees. The 
Commission may extend the list of qualified investments. 

5. It must not issue certificates making the holder liable to legal action to 
collect the unpaid portion of the certificate. Paid-up certificates must be 
issued to holders under certain circumstances in case of surrender or lapse. 

6. It must not declare any dividends on shares if reserves are inadequate. 

7. It must not issue any security other than certificates, common stock, 
or short-term notes, privately issued, except as the Commission may permit. 
If such securities are outstanding, no dividend may be paid except in accord- 
ance with rules of the Commission (sec. 18[7]). 

8. It may organize not more than two face-amount companies and hold 
their stock for investment—under certain conditions (sec. r2[f]). 

The law also provides for more equal treatment of certificate- 
holders in case of bankruptcy of the companies. This was an ef- 
fort to overcome the unequal provisions of the security deposit 
laws of the various states designed to protect holders of contracts 
sold within those states. Complete equality, however, is not 
achieved through this provision, even though deposits made with 
states after January 1, 1941, are voidable by trustees in bank- 
ruptcy if all face-amount certificate claims are not paid out of the 
assets of the failed company (sec. 29). The original draft was 
somewhat more drastic in upsetting existing deposit priorities. 

In general this group of provisions applies to face-amount com- 
panies standards similar to those that have long been required in 
the operation of life insurance companies. The rules concerning 
cash-surrender values, reserves, indebtedness, and eligible invest- 
ments have had a long history in the life insurance field and have 
without doubt been beneficial. Inasmuch as these two types of 
savings contract are frequently competitive and are usually of- 
fered to the same types of prospective buyers, more nearly equal 
standards of regulation are to be welcomed.'™ 


MISCELLANEOUS PROVISIONS OF TITLE I 
In order to police sales methods of investment companies con- 


tinuously offering securities or contracts (and their underwriters), 
the law requires that copies of all sales literature issued by open- 


186 See Senate Subcommittee Hearings on S. 3580, Part 1, pp. 301, 310-12. 
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end companies, unit trusts, and face-amount companies shall be 
filed with the Commission (sec. 24). Not only will this help in the 
detection of harmful sales methods, but it is likely to exert a 
healthful restraining influence on sales appeals put out by the 
companies. Closed-end companies, which sell only at intervals 
and through the usual underwriting channels, are not subject to 
this provision. 

Misrepresentations involving use of misleading names or titles 
or statements of approval by the United States or any of its agen- 
cies are made unlawful. Existing company names which are found 
by a court to be misleading may be changed through Commission 
action (sec. 35). 

When future civil actions are brought in court against officers 
of management for breach of duty by the company or any se- 
curity-holder and a settlement is reached by compromise (with 
court approval) or court verdict, copies of the entire written rec- 
ord and the terms of settlement must be filed with the Commis- 
sion. The Commission may use this information in any report it 
sees fit to make, but the names of the persons involved shall not be 
disclosed (sec. 33). The original draft had much more severe pro- 
visions in regard to the settlement of suits against those in con- 
trol. It would have prohibited investment companies from set- 
tling claims against officers and directors out of court. Such 
claims were to be settled only as a result of court action, where 
presumably a just settlement would result and where the individ- 
uals responsible would be made to pay from personal funds rather 
than induce the use of company assets for that purpose.*s’ Fur- 
thermore, federal courts would not have been permitted to reach a 
decision in such cases until after the Commission had filed an ad- 
visory report on the settlement. State courts would have been 
authorized to request such advisory reports. These more drastic 
provisions were dropped entirely from the bill as finally enacted, 
in favor of the new Section 33 which simply requires the filing of 
information about the settlement reached. No reasons were given 


187 In one extreme case a company was made to pay 1 million dollars for a claim 
that was said to have been settled at a lunch table (Senate Subcommitiee Hearings on 
S. 3580, Part 1, pp. 23, 309; also House Subcommittee Hearings on H.R. 10065, p. 137). 
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for this change. Strenuous objections to the original draft by 
those in the industry were not recorded in subcommittee hear- 
ings, but it is probable that threats of “strike-suits” against of- 
ficers would be increased and sub rosa settlements demanded, re- 
gardless of merits, to avoid the unfavorable publicity attendant 
upon the proceedings and advisory reports. 


OMISSIONS 

A few provisions of the original Commission draft which did not 
appear in the final Act deserve mention. One prohibited recurrent 
promotion of many investment companies by the same promoter. 
The Commission argued that the “‘manufacture”’ of new securities 
to sell and switch for the purpose of increasing income from sales 
commissions and loading charges had become a major feature of 
investment trust development." The revised law deals with this 
practice by prohibition of offers to exchange shares except on the 
basis of their relative asset values or after the approval of the 
Commission is obtained. There is no restriction on the promotion 
of additional investment companies (sec. 11). 

Maximum-size limits and prohibition against management of 
two or more companies whose assets exceed 75 million dollars (if a 
trading company) or 150 million dollars (if a diversified company) 
were dropped in the revised law in favor of a provision authorizing 
a study of size by the Commission (sec. 14). 

Provisions aimed at eliminating profit-sharing management 
contracts (because of the supposed incentive to undue specula- 
tion) and specifying bases upon which management compensation 
must be determined were deleted in the revision (sec. 15). 

As the result of criticism, the sharply contested provision of the 
original bill (sec. 18) permitting the Commission, upon complaint 
or upon its own motion, to redistribute existing voting rights in an 
“equitable way” (as it has the right to do under the Public 
Utility Holding Company Act of 1935) was also omitted from the 
revised bill.'8® The possibilities of unnecessary interference with 
existing legitimate contractual relationships among security-hold- 


158 Senate Subcommittee Hearings on S. 3580, Part 1, pp. 225 ff. 
189 Ibid., pp. 284 ff.; Hearings, Part 2, pp. 426, 450, 481, 617, 640. 
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ers and managements and of undesirable shifts in control ap- 
parently convinced the Commission that such a provision was not 
desirable. All future issues of stock, however, must carry voting 
rights. 

The absolute prohibition of loans by investment companies to 
natural persons, in the original draft, was softened to permit loans 
to persons other than those in control, providing the investment 
policy of the company permitted such loans (sec. 21). This re- 
moved arbitrary distinctions between proprietorships, partner- 
ships, and corporations and was thought to be a way of helping 
small enterprises.’*® 

The prohibition against interlocking directorates between in- 
vestment companies and portfolio companies was dropped, and 
other restrictions of the controversial Section 10 eased consider- 
ably, as has already been explained. 


PROCEDURAL SECTIONS 

To carry out the substantive provisions of the law the usual 
complement of provisions relating to Commission discretion and 
procedure were included. These have recurred so frequently in 


recent regulatory legislation that Commission counsel referred to 
them as “‘boilerplate sections.’’** The Commission is given broad 
powers to make all rules and regulations that are necessary to 
give effect to powers conferred upon it by the Act. These rules are 
to become effective on dates to be determined by the Commission. 
Commission orders shall issue only after notice and hearing. 
Hearings may be public and may be held before the Commission, 
or any of its members, or any officer designated by the Commis- 
sion. The Commission may make investigations, subpoena wit- 
ness and records, take evidence, and administer oaths. It may 
bring court action to enjoin violations of the Act or of Commis- 
sion orders and transmit evidence to the attorney-general for 
criminal prosecution (secs. 38-42). 

Judicial review of Commission orders by the circuit court of 
appeals may be sought by aggrieved parties, if brought within 
sixty days after entry of the orders. In such review the findings of 

16 Tbid., pp. 284 ff. 16 Tbid., p. 310. 
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fact by the Commission, if supported by substantial evidence, shall 
be conclusive. No new evidence may be submitted to the court, 
but the court may order the Commission to hear additional ma- 
terial evidence that could not have been introduced in the original 
proceedings before the Commission. Appeals may be taken to the 
United States Supreme Court (sec. 43). Jurisdiction over offenses 
under the Act is vested in the United States district courts (sec. 
44). 

Information filed with the Commission is to be made available 
to the public, unless the Commission finds that public disclosure 
“is neither necessary nor appropriate in the public interest or for 
the protection of investors.’’ Reasonable charges may be made 
for furnishing information (sec. 45). 

Other sections deal with reports to Congress; hiring of Com- 
mission employees; invalidity of contracts contrary to the Act or 
rules issued thereunder; the liability of controlling persons; the 
penalties for wilful violation of the law or any rule ($10,000 or two 
years’ imprisonment or both). Others provide for the separability 
of provisions; fix the effective date of the law as of November 1, 
1940 (face-amount certificate companies, June 1, 1941); and, 


finally, indicate the title as “The Investment Company Act of 


’ 


1940” (secs. 46-53). 

Although these provisions are extremely important to the effec- 
tive administration of the law, they will not be enlarged upon 
here, because they have been thoroughly discussed as they con- 
cern the large volume of federal legislation regulating other areas 
of business activity. It is sufficient to note that Commission or- 
ders are effective immediately, unless otherwise specified by the 
Commission or stayed by a court pending judicial determination 
of the validity of the order. Moreover, in passing upon validity, 
the courts are bound by the Commission’s findings of fact based 
on “substantial” (not “preponderant” or “balance of” or “weight 
of”) evidence, thus limiting the relief from Commission’s orders to 
be obtained from the courts, where application of the law rather 
than the law itself is in question. Long delays in the effectiveness 
of orders due to legal maneuvering are less likely when appeals 
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from Commission decisions are taken directly to the circuit court. 
These provisions, together with powers to delegate authority to 
individual members or officers, should make regulation not only 
effective but, within the limits imposed by the Commission’s al- 
ready multifarious duties, reasonably expeditious as well. 


TITLES II AND III 


Although the regulation of investment advisers that is pro- 
vided for in Title II is not closely related to the regulation of in- 
vestment trusts, it is part of the same law and resulted from at 
least a reasonably comprehensive canvass of the “profession” by 
the Commission staff." Lack of uniform standards of practice, 
lack of experience and training of many holding themselves out to 
the public as “investment counsel,’’ inadequate financial responsi- 
bility, exaggerated claims, possible divided loyalties arising from 
affiliations with investment banks, brokerage concerns, and corpo- 
rations, trading against the client, payments for services based on 
a percentage of profits, the custody of clients’ funds, and the prev- 
alence of “tipster sheets’ were among the major problems found 
in this new and rapidly growing field of activity. 

The solution of these problems, under Title II of the law, is 
sought in the registration of investment advisers with the Com- 
mission, by the filing of information concerning the organization, 
personnel, affiliations, scope of operations, usual contracts, and 
other information that the Commission might prescribe; and the 
regulation of certain activities. The Commission may deny, re- 
voke, or suspend registration if it finds that the applicant has a 
criminal record. Other provisions of the law prohibit or restrict 
situations and relationships which might undermine impartial 
appraisal of securities by investment advisers. 

Contracts for investment advice may not base compensation to 
advisers on capital gains experienced. Advisers may not assign 

® This study culminated in a 70-page Report to Congress. It was based largely 
on information gathered by questionnaire from 394 persons and firms (Report of 
the S.E.C.: Investment Counsel, Investment Management, Investment Supervisory and 


Investment Advisory Services (Washinton, 1939], p. 2). This was supplemented by 
hearings at which representatives of investment counsel firms testified. 
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contracts for advice to others without the consent of clients. 
Fraudulent and deceitful transactions between adviser and client 
are made unlawful. Advisers may not as principals buy securities 
from or sell them to clients without the latter’s knowledge and 
consent. 

Those who give investment advice incidental to other business 
or professions are excluded from the definition of “investment 
adviser” under the Act. Specifically excluded are commercial 
banks, lawyers, accountants, engineers, teachers, brokers, and 
publishers of bona fide newspapers or magazines. The list may be 
extended by the Commission. It is clear that many belonging to 
these excluded classes are important sources of investment ad- 
vice." 

It will be noted that the Commission has very little or no power 
to pass upon the qualifications of those who serve as investment 
counsel. It regulates investment counsel personnel only through 
the process of registration. In this it compiles information that 
may be of salutary importance in separating the legitimate from 
the imposter, but it obviously cannot assure a high standard of 
competence on the part of advisers. 

Title III was well received in financial circles because it permits 
the Commission at its discretion to shorten the much-discussed 
“‘waiting period’’ of twenty days that must intervene between the 
filing of the registration statement for a new security issue and 
sale of the security to the public. This amendment to the Securi- 
ties Act of 1933, which received the indorsement of the Commis- 
sion, is expected to result in shortening the time interval for issues 
brought out by well-known companies, which have filed informa- 
tion under the 1933 and 1934 acts. The extent of the relief will, of 
course, depend upon how generously the Commission acts under 
its new discretionary power. In granting relief the Commission 
must take into consideration such things as the adequacy of in- 

63 Public Law No. 768 (76th Cong.), pp. 65-77; see also House Subcommittee 


Hearings on H.R. 10065, pp. 86-93, 137-39, and Congressional Record, LXXXVI, 
No. 140, 14915~-27; also Senate Subcommitiee Hearings on S. 3580, pp. 706-64. 
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formation available to the public, the ease with which it can be 
understood, and the interest of the public and investors." 


C. CONCLUSION 

The full effects of the Act upon investment companies will be- 
come apparent only after its provisions have been interpreted and 
implemented by Commission rules. The Act as it finally passed 
does not appear to be unreasonably restrictive of legitimate prac- 
tices in the industry. Where existing relationships and practices 
are disturbed, time for gradual transition is provided. Wholesale 
rearrangement of established institutions is therefore not antici- 
pated. 

The necessary burdens imposed by the Act upon the industry 
and upon the Commission itself are lightened by permission to use 
documents and information already filed by many of the com- 
panies under the earlier securities acts. Integration of the new 
Act into the framework of preceding laws pertaining to the regula- 
tion of securities and financial practices should result not only in 
economies of administration but in increased effectiveness in all 
areas of regulation under the jurisdiction of the Commission. It is 
probable that the related laws will continue to be effective in deal- 
ing with future instances of abuse by investment trusts, just as the 
new Act may well be helpful in the regulation of financial prac- 
tices in related areas of activity. 

The Act seeks to eliminate conditions which in the past have 
been conducive to abuse, while at the same time it preserves as far 
as possible proved elements of strength. For example, existing 
bank-sponsorship is left largely intact, but transactions between 
trusts and such affiliates are restricted." Management may con- 

The Commission announced that its policy under the new discretionary 
authority to shorten the twenty-day period would be based upon (1) the adequacy 
of disclosure and compliance with requirements of the Act in the initial registration 
statement, (2) the advisability of permitting the acceleration of material amend- 
ments, and (3) the character and recency of information previously filed under 
other acts or which is generally available to the public. It will be noted that Title 
III took effect immediately after the bill became law, August 22, 1940 (S.E.C., 
Securities Act of 1933, Release No. 2340 [August, 1940]). 


**sThe Commission acknowledged the sound management and freedom from 
abuses of many of these trusts (see Senate Subcommittee Hearings on S. 3580, 
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tinue to follow the investment policy which it believes to be most 
advantageous as long as it observes the limits imposed by such 
factors as the avowed purposes of the trust, restrictions on self- 
dealing between trusts and management, diversification require- 
ments, and so forth. It may purchase speculative or “safe’’ se- 
curities, for income or for capital appreciation; it may turn over 
its portfolio frequently or infrequently." It may engage in under- 
writing if its charter permits. It may change its general invest- 
ment policy if its shareholders approve and the change is made 
known to the public. The Commission and representatives of the 
industry were in complete agreement about the necessity for pre- 
serving to management the largest possible measure of discretion 
if investment trusts are to perform a useful and distinct economic 
function. 

The future development of investment trusts under the Act of 
1940 cannot be delineated at this early date. Assuming effective 
and sympathetic administration, abuses in the industry should be 
reduced to a minimum. But the elimination of abuses cannot 
alone assure future success of investment trusts. The great bulk 
of these concerns have been free from major abuses, and yet, on 
the average, their investment results have been far from impres- 
sive. The abilities of individual managements will continue to be 
one of the major determinants of success or failure; yet other 
causal factors, beyond the power of management or even of the 
scope of the Act, will be likely to shape the future of investment 
trusts. Two of these factors are security (particularly common- 
stock) price trends and government tax policy. In the absence of 
reasonably stable or increasing security prices, it is extremely dif- 
ficult even for the most capable managements of closed-end trusts 
to invest in such a way as to cover tax and expense requirements 
and earn a net return higher than is obtainable from other invest- 
ments. With common stocks and in many cases preferred stocks 


p. 809). The worst cases of fraud and malpractice occurred in small, independently 


sponsored trusts. 

166 The distinctions between the “‘securities trading company,” the “diversified 
investment company,” and “securities finance company” in the original Commission 
draft were deleted in the revised Act. 
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of such companies now selling at discounts of about 30 per cent of 
their asset values, investors’ attitudes toward this type of trust 
are obvious. Nor has that attitude changed appreciably since the 
passage of the Act. The same discounts remain. These trusts 
must pay federal corporate income taxes (now 24 per cent) like 
other corporations and in addition meet expenses, which usually 
absorb about 10 per cent of ordinary income. These are formid- 
able obstacles to impressive net investment returns, even with the 
most efficient management. 

Open-end (or mutual) trusts, because they are virtually ex- 
empt from the federal income tax and because prices of their 
stocks are kept equal to asset values by continuous repurchases, 
seem to be the only type of trust that contains promise of growth 
in the immediate future or until tax equality is provided by 
Congress. 

It is possible that new types of “‘trusts,”’ specializing in promo- 
tional and financing activities or in loans to small industry, may 
arise to meet new needs; but it is likely that the fortunes of invest- 
ment trusts, as we have known them, will be determined mainly 
by future trends in common-stock prices. Those trends in turn 
will be closely related to underlying economic and political condi- 
tions. No matter how much one may approve of the objectives 
and provisions of the Investment Company Act of 1940, it is hard 
to escape the conclusion that the future of investment trusts will 
depend more largely upon economic conditions, taxes, govern- 
ment policies relative to private business, and common-stock 
prices than upon this new and useful federal law. 





STRIKES UNDER THE WAGNER ACT 


JOHN V. SPIELMANS 
Washington, D.C. 


hindering the cause of industrial peace? The question is fre- 

quently raised but apparently not easily answered, even by 
specialists. Thus, when Chairman Smith of the House Committee in- 
vestigating the National Labor Relations Board pointed out that there 
had been more strikes between 1935 and 1939 than in any period since 
1921, Chairman Madden of the N.L.R.B. answered that fewer workers 
were involved in the 1938 strikes than in any year since 1932 and that 
fewer man-hours were lost in the two years (1938 and 1939) following 
the validation of the Wagner Act in 1937 than in the two preceding 
years (1936 and 1937).' 

There are, no doubt, many ways of combining and comparing strike 
figures so as to obtain, in perfectly good faith, one result or its opposite, 
unless a definite method of comparison is first agreed upon: e.g., to use 
the number of strikes as a measure of the number of disputes arising in 
a given period; the number of workers involved as an indicator of the 
extent and hence of the industrial importance of the disputes; and the 
number of man-hours as a measure of the losses resulting both to indus- 
try and to the workers (or perhaps also as an indicator of the effective- 
ness of the existing machinery for settlement of disputes). 

But even if one were to make a more uniform approach and trace 
consistently the number of strikes, of workers involved, and of man- 
hours lost since the operation of the Wagner Act in comparison to the 
preceding period, but little light would be shed thereby on the effect of 
the Wagner Act. For—this is our contention—it is only certain well- 
defined kinds of strikes which the Wagner Act can and may be ex- 
pected to diminish; others which, through no fault of the Act, it may 
for the time being tend to increase; and, finally, many others which 
cannot reasonably be associated with effects of the Wagner Act at all. 
Unless these various kinds of strikes are studied separately instead of 
being lumped together in strike totals, nothing much can be achieved 

* Hearing before the Special House Committee Investigating the Activities of the 
N.L.R.B., January 31, 1940; reported in the New York Times, February 1, 1940. 
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in the way of discovering what may safely be interpreted as the in- 
fluence of the Wagner Act. 

Now, the Wagner Act, as also the several similar state labor relations 
acts sometimes referred to as “Little Wagner Acts,’ outlaw as “‘un- 
fair labor practices.” interference with the workers’ right to organize 
and refusal to bargain collectively; and they provide labor relations 
boards to adjudicate disputes over these rights. Where, therefore, a 
Wagner act takes effect, employers ought gradually to cease to inter- 
fere with the workers’ right to organize and come to bargain with them 
collectively, and labor ought to submit disputes over alleged unfair 
labor practices more and more to the labor relations boards instead of 
going on strike over them. For both these reasons ever fewer strikes 
ought to occur over the right to organize and bargain collectively in 
industries under the jurisdiction of a labor relations act—federal or 
state. That is, the immediate peace-promoting influence of these acts 
must be sought in the reduction of strikes over ‘““Wagner Act issues” 
in “Wagner Act industries”—let us call them briefly, even though 
somewhat paradoxically, “Wagner Act strikes’’—not, however, of 
strikes over other issues or in other industries. 

Or is this taking too narrow a view? Should one not expect that with 
the growth of collective bargaining, the promotion of which is, after all, 
the chief purpose of the Wagner Act, disputes over wages and hours, or 
perhaps all kinds of disputes, will come to be settled more and more 
through negotiations in connection with agreements, and that, there- 
fore, all other strikes ought to diminish as well? Could one not, in fact, 
point to the Railroad Labor Act? as having indeed succeeded in reduc- 
ing all kinds of railroad strikes almost to the vanishing point? 

To answer this last argument first: the peace-promoting powers of 
the Railroad Labor Act are very different from those of the Wagner 
Act. It not merely guarantees labor’s right to organize and bargain 
collectively, but in addition it provides the most complete and effective 
machinery for the adjustment of all kinds of labor disputes in the rail- 
road industries: mandatory joint boards of carriers and workers’ repre- 
sentatives, culminating in the National Railroad Adjustment Board to 
settle all grievances and quasi-judicial disputes arising under existing 

* Massachusetts Laws of 1937, c. 436; New York Laws of 1937, c. 443; Pennsyl- 
tania Laws of 1937, No. 294, amended by Act 162 (1939); Wisconsin Statutes, c. 1119 
State Labor Relations Act of 1937, amended by Employment Peace Act of 1939? 
Utah Laws of 1937, c. 55. 

3 E.R. 9861, Public No. 442 (73d Cong., 1934). 
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agreements, and the National Mediation Board with broad powers to 
intervene and assist in the settlement of disputes over the terms of new 
agreements.‘ The Wagner Act, on the other hand, applying as it does 
to all kinds of private industries otherwise largely removed from gov- 
ernmental control, merely guarantees labor’s right to organize and bar- 
gain collectively but does not provide any adjustment machinery for 
the smooth and uninterrupted functioning of industry under this setup. 
Only the private adjustment machinery provided in agreements or the 
purely voluntary federal or state conciliation service are, in general, 
available for this purpose.s 

Left to the interested parties, however, collective bargaining may 
well lead to strikes of far larger proportions than are apt to occur ina 
nonorganized state of industry. In fact, strike figures for some coun- 
tries with reputedly well-functioning trade-unionism, such as Sweden 
and Denmark, show that in those countries the man-days per worker 
lost through strikes have for years been greater than in the United 
States, where trade-unionism was still fighting for recognition.* Hence, 
strikes over wages and hours and other specific working conditions, 
against which the Wagner Act has no provisions whatever, and which, 
per se, might increase with the growth of collective bargaining while 
otherwise fluctuating with the fluctuating fortunes of industry, cannot 
be expected to diminish in consequence of the Wagner Act. 

Besides, there are strikes which are likely to increase, not really 
because of the Wagner Act, but because of its limited scope—namely, 
strikes over the right to organize and bargain collectively in industries 
outside the jurisdiction of “Wagner acts”—federal or state—where la- 

4 Ibid., secs. 3 and 5s. 

5 In recent years a number of states have passed new mediation laws with certain 
compulsory features: In New York and Pennsylvania the respective boards and 
commissions may proffer mediation on their own initiative and hold public hearings 
with power to subpoena witnesses but with no power of compulsion as regards the 
disputing parties (Act on Mediation of Labor Disputes, Laws of New York, 1937, 
C. 594, par. 753; Pennsylvania Labor Mediation Act, Laws of Pennsylvania, 1937, 
No. 177, sec. 7). In Minnesota and Michigan notices of intention to strike or lockout 
must be given to the respective mediation boards, and no strike or lockout may be 
resorted to within a fixed period after such notice, during which the board is to 
investigate and attempt settlement of the dispute: five days in Michigan, ten days 
in Minnesota, and thirty days in both states for industries affected with a public 
interest (Minnesota Labor Relations Act, 1939, secs. 6 and 7; Michigan Labor 
Mediation Act [Public Act No. 176 (1939)], sec. 17.454[9-13)). 

6 According to figures calculated from J.L.0. (Yearbook of Labor Statistics, 
Geneva, 1938), Tables III and XXIX. 
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bor is likely to demand this right with added insistence because it is 
guaranteed in the majority of other industries but not in their own in- 
dustry. 

For all these reasons an insight into the effect of the Wagner acts on 
strikes can be gained only by tracing separately the trends of the 
various kinds of strikes classified both with regard to issues and to 
Wagner Act jurisdiction. 

With this purpose in view we turn to the strike statistics of the 
United States Bureau of Labor Statistics, the most complete and most 
authoritative source available.’ Here we find analyzed month by 
month all strikes of which the Bureau obtains knowledge, classified: by 
industries; by states; by industrial groups relative to states; by major 
issues; by duration; by methods of settlement; by results; and by re- 
sults relative to issues. 

We begin with the classification of strike issues. Of these there are 
listed three main groups: wages and hours; union organization; and 
miscellaneous (comprising partly intraunion, i.e., jurisdictional and 
rival union disputes, sympathy strikes, and a large class of perhaps 
more truly miscellaneous character called ‘“‘others’”’). For a first rough 
orientation let us glance at the trends of these several classes of strikes 
during the last fifteen years.® 

Figure 1 shows unmistakably a great wave of strikes of all kinds, but 
in particular of strikes over union organization, beginning to rise about 
1933, reaching a threatening peak in 1937, and, while falling off sharply 
in 1938, on the whole still fluctuating well above the former level. 

It would be idle not to connect this great strike wave causally with 
the New Deal, with its promise and far-flung legislative efforts to lend 
support to labor in its struggle against poverty and insecurity, follow- 
ing the harrowing years of the depression. But it would be rash to 
interpret this strike wave at once as a proof of the unhappy effects of 
the Wagner Act. 

We turn next to the further analysis of the organization strikes, 

’ Monthly Labor Review, monthly reports on industrial disputes. 

* Here and in the following graphs only the number of strikes per year is shown, 
not the number of workers involved and of man-hours lost. For, as regards the ques- 
tion under consideration, the number of instances in which, Wagner acts notwith- 
standing, disputes over the right to organize lead to strikes seems of prime im- 
portance. The figures up to 1936 are taken from U.S. Bureau of Labor Statistics, 
Bull. 651, Strikes in the United States, 1880-1936, p. 39, Table 18; p. 61, Table 28. 


The figures for 1937-39 are taken from the annual strike summaries in the Monthly 
Labor Review, May issues, 1938-40. 
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which include the ““Wagner Act strikes,” although not nearly all or- 
ganization strikes are Wagner Act strikes (as has sometimes been pre- 
sumed, of late, following a line of argumentation used by the N.L.R.B. 
in its annual reports).° 

The issues listed separately under union organization are: recogni- 
tion (in isolation and coupled with wage and hour demands), the closed 
shop, discrimination, and “‘others.’** Of these, only recognition and 
discrimination refer to “unfair labor practices” under Wagner acts, but 
not the closed shop or presumably “others.” 

By separating these several organization issues we obtain the results 
shown in Figure 2. 

This reveals several interesting developments. First, strikes over the 
closed shop have about trebled since the New Deal, and, most likely, 
because of the New Deal." The governmental guaranty of labor’s 
right to organize and bargain collectively under the “majority rule,” 
first according to section 7A of the National Recovery Act and later 
under the Wagner acts, has apparently intensified the further demand 
of the unions for the closed union shop. For—so the unions argue— 
workers who benefit by union contracts should be made to pay union 
dues. Disputes over this issue, however, not being adjudicable under 
any labor relations or other act, have meant more strikes over the 
’ “stirring up of indus- 


closed shop. Is this the result of the Wagner acts 
trial unrest’’? Or does this persistent increase of closed-shop strikes 
point, perhaps, to the need for an eventual legislative regulation also 
of this knotty organization issue?” 


* The N.L.R.B. uses the Bureau’s figures for organization strikes in comparison 
to the number of cases submitted to the Board to measure the degree to which labor 
is substituting resort to the Board for strikes (NV.L.R.B., Third [and Fourth] Annual 
Report, Appen. A). 

‘© Under “‘recognition’’ are apparently subsumed all such “‘unfair labor practices” 
as refusal to bargain collectively, interference with union organization, and promo- 
tion of company-controlled unions. “Violation of agreements” (not a Wagner Act 
issue) has at times been listed separately, but later seemingly has been merged with 
“others.” Of late a somewhat vague issue appears occasionally—“‘strengthening of 
bargaining position.” 

"Prior to 1927 the closed-shop issue is not listed at all in the Bureau’s strike 
analysis. 

*? Several of the state laws referring to labor disputes largely regulate the use of 
the closed shop and the check-off (Pennsylvania Labor Relations Act, amended by 
Act 162, 1939, sec. 6 [c, f]; Wisconsin Employment Relations Act, Wisconsin Stat- 
ules, 1939, C. 111, sec. 111.06 [e, i]). 
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Strikes over antiunion discrimination, on the other hand, do not 
show a similar increase. After a marked rise under the N.R.A. these 
strikes have, on the whole, fallen off since 1935 without even taking 
part in the tidal wave of 1937. This, it is true, cannot at once be taken 
to mean that the old, ruggedly individualistic custom of firing and 
blacklisting workers for union activity is fast disappearing, for the 
reports of the various labor relations boards, national and state, show 
year after year thousands of complaints over discrimination. But to- 
gether these two facts show that labor is defending itself against dis- 
crimination largely through the quasi-judicial machinery of the labor 
relations boards, where available, rather than through strikes, an 
undeniably fortunate effect of the Wagner acts, both for labor and for 
industry. 

But what can one say about the tumultuous wave of recognition 
strikes which remains after the other organization issues have been 
deducted? An initial strong increase of such strikes was, of course, to 
be expected, especially as long as the constitutional and jurisdictional 
standing of the N.L.R.A. was doubtful, and the machinery of the 
N.L.R.B., operating uncertainly and under great friction, was as yet 
unfamiliar to labor. But why should not these strikes, the very kind 
which the Wagner Act was designed to render unnecessary, finally sub- 
side, five years after the passing and three years after the validation of 
the act? For, the sharp decline in 1938 notwithstanding, the level of 
recognition strikes is seen still to be about three to four times higher 
than before the New Deal." 

As a matter of fact, we have not yet carried our analysis far enough. 
For the strike figures used above refer to all industries, whether cov- 
ered by labor relations acts or not. In industries outside Wagner Act 
jurisdiction, however, strikes over union recognition are a very different 
matter. As pointed out before, such strikes may well be expected to 
increase, simply because the guaranty of the right to organize in most 
industries can hardly fail to intensify this demand also in the remaining 
industries where Congress could not, and the state legislatures would 
not, guarantee the same right. 

Hence, if the Bureau’s figures for recognition strikes were broken up 


"3 Nor must it be forgotten that, in addition to the disputes over union recogni- 
tion resulting in strikes, there are thousands of others every year submitted to labor 
relations boards, so that the number of instances in which employers, at least al- 
legedly, refuse to recognize the unions is several times larger than the number of 
strikes over this issue. 
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by industries within and without Wagner Act jurisdiction, two distinct 
trends might appear: a falling trend for industries under labor relations 
acts, which trend, if sufficiently marked, would be the desired proof 
that the Wagner acts are achieving the effect on industrial relations for 
which they were designed; and a rising trend for industries without 
benefit of labor relations acts, which trend, in our opinion, would reveal 
nothing so much as the need for more “‘Little Wagner Acts.” If, on the 
other hand, it were to show that the recognition strikes in Wagner Act 
industries have failed to diminish, this would be proof that, to say the 
least, industry is slow in complying with the law of the land and that, 
unless the expected decrease in these strikes takes place in the near 
future, the Wagner acts’ effect as pacifiers of industry must as yet be 
regarded as negative. 

Accordingly, we turn to the Bureau’s strike analysis by industries. 
Following the several jurisdictional decisions of the Supreme Court, the 
Bureau has grouped industries into those falling under the jurisdiction 
of the N.L.R.A. and those falling wholly or partly outside it. And 
while this classification puts industries under “‘Little Wagner Acts,” so 
to speak, on the wrong side of the fence, it might yet serve our purpose 
well enough. 

But, unfortunately, the strike classification by industries does not 
separate strike issues. It lumps together strikes over union recognition 
with wage-hour strikes, with strikes over the closed shop, over jurisdic- 
tional and rival union, and over a host of “miscellaneous” and “‘other”’ 
disputes. What then can we do to distil out of these figures the effect 
which we are trying to discover—the comparison between recognition 
strikes in industries within and without Wagner Act jurisdiction? 

The N.L.R.B. has tried to make this comparison by using the strike 
totals as given."4 On first thought one might accept this procedure as 
logical. For—it might be said—as regards other than Wagner Acct is- 
sues no difference in strike trends is to be expected for industries within 
and without Wagner Act jurisdiction; hence, what differences are found 
may be ascribed to the influence of the Wagner Act. The figures so 
obtained*s are shown in Figure 3. 

4M. Weiss, “Savings Resulting from the Effective Operation of the National 
Labor Relations Act in 1938 as Compared to the Cost of Its Operation,” N.L.R.B. 
Report, June 15, 1939. 

‘s By summation of industries within and without the jurisdiction of the N.L.R.B. 
from the annual strike summaries, Monthly Labor Review, May issues, 1936-40. 
(The above-mentioned Report of the N.L.R.B. compares the figures for 1937 and 
1938 only.) 
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The N.L.R.B. has made much of the relatively steeper decrease from 
1937 to 1938 in the number and extent of strikes in industries under 
the N.L.R.A. which (without mentioning the corresponding steeper 
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Fic. 3.—Strikes in industries 
within and without Wagner Act 
jurisdiction, 1935-39: JZ, within; 
II, without. 


increase from 1936 to 1937) it has pro- 
claimed as revealing the beneficial 
effect of the validated Wagner Act." 
A little scrutiny of the industries in- 
volved, however, raises grave doubt 
as to the conclusiveness of the whole 
argument. Thus, according to the 
Bureau’s strike analysis by industries, 
one of the chief contributors to the 
1937 strikes in intrastate industries is 
the building and construction indus- 
try, long strongly unionized and with 
a well-established tradition of collec- 
tive bargaining, where Wagner Act 
issues can hardly play any role but 
where the strikes concern wages and 
hours. Altogether, any large wage 
movement, any large closed-shop 
movement, in any industry within or 
without Wagner Act jurisdiction, may 
completely alter the relative trends of 
all strikes in the two classes of indus- 
tries—wherefore the whole method of 
comparison seems of little value. 
What is, therefore, needed to bare 
the effect of the Wagner acts on 
strikes is an additional cross-classifica- 
tion in the strike analysis of the 
Bureau of Labor Statistics, separat- 
ing strikes classified by issues into 


those within and without jurisdiction of a “Wagner Act”’—federal or 
state. Only such cross-classification can reveal whether and to what 
extent strikes over the right to organize and bargain collectively are 


6 Weiss, op. cit., p. 4, Table A. The figures arrived at are these: Between 1937 
and 1938 the number of strikes in industries under the N.L.R.A. fell by 48 per cent; 
the number of workers involved by 66 per cent; that of man-days idle by 71 per cent. 
For industries outside the N.L.R.A. the number of strikes fell by 29 per cent; that of 
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diminishing where they clearly ought to diminish: namely, in indus- 
tries where a labor relations act has laid down the law in the matter and 
where labor relations boards stand ready to adjudicate such disputes as 
arise. And it would show separately whether and to what extent strikes 
over the right to organize and bargain collectively continue or even in- 
crease where they have very good reason to continue or increase: 
namely, in industries left without labor relations acts where labor, if 
faced with stubborn employers, can often do nothing better than fight 
for its right to organize through strikes. 

Without the possibility of separating the trends of these different 
kinds of strikes there can only be obtained a blurred picture from 
which, so far at least, there cannot be read with certainty a definite 
influence of the Wagner Act on strikes. 


workers involved by 52 per cent; that of man-days idle by 51 per cent. These 
figures have been widely quoted in the press. They are also cited in the Minority 
Report of the Special House Committee Investigating the N.L.R.B. as proof of the 
effectiveness of the Act (H.R. 1902, Part II, p. 43 [76th Cong., 3d sess.]). 





THE SIGNIFICANCE AND BASIC POSTULATES 
OF ECONOMIC THEORY: A REPLY TO 
PROFESSOR KNIGHT" 


T. W. HUTCHISON 
Baghdad 


I 


ROFESSOR KNIGHT opened his thirty-two-page Blitzkrieg on 

my essay by remarking that many thoughtful people in the world 

ask the question of our title “‘‘ What is Truth’ in Economics?” At 
the outset I must beg to disclaim any place among these thoughtful 
people, as I have never, in print at least, either asked or tried to answer 
this question and have no intention of ever doing so. The questions to 
which, as Professor Knight said, I volunteered an answer without wait- 
ing to be asked were much less general and much less ambitious, and 
also much less imprecise. They will be found formulated throughout 
the book on which Professor Knight has kindly volunteered his exten- 
sive criticisms. 

My gratitude to Professor Knight for his comments (in addition toa 
debt incurred when I first read Risk, Uncertainty and Profit, as an 
undergraduate) is, Iam sorry to say, considerably modified by the fact 
that he unfortunately allowed himself, as he said, to be—in A.D. 1940— 
“particularly irritated” by my “methodology or philosophy of eco- 
nomics.”’ His irritation was not even assuaged by the reflection (p. 1), 
which he said he found so comforting, that such books as mine “ prob- 
ably do not do much damage,” being “more interesting . . . . to their 
authors than ....to any considerable number of readers” and are 
only “likely to be read and taken seriously by the young.” (By the 

*I must apologize for the lateness of this reply to Professor Knight’s review in 
the Journal of Political Economy for February, 1940. Owing largely to war condi- 
tions, I did not see Professor Knight’s article or even know at all that it was a 
review of my book, until almost exactly a year after it first appeared. A further 
difficulty, also due to war conditions, is that I write with no copy available of my 
own book, and it would take months for me to get one. So I am reduced to citing a 
typed script I happen to have at hand, which not always, I believe, completely 
corresponds with my book. I am thus able to give only chapter and section for 
my quotation. All the same I have thought, I hope rightly, that I had better try 
to answer Professor Knight, even under present conditions. 


732 
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way, if this is the case, as it probably is, with books on scientific method 
in economics, of what age group can it bea sign to be interested in, or to 
take seriously, lengthy polemics about these wretched works?) 

Before proceeding, I should like simply to call attention to the fact 
that the bulk of Professor Knight’s criticism was directed against one 
or two remarks or suggestions made in the Introduction, by which the 
main part of the book in no way stands or falls. Professor Knight, in 
thirty-two pages, hardly so much as mentioned a single one of the cen- 
tral arguments and propositions of the book (e.g., concerning “‘ caeteris 
paribus,” “equilibrium,” “expectations,” “rational conduct,” etc.). In 
a summary at the end of my book (chap. vi, sec. 1), fifteen conclusions 
were given from the previous chapters. Of these fifteen only four (Nos. 
I, 13, 14, and 15) were in any way dealt with by Professor Knight, and, 
of one of these (No. 15), he even went so far as to express some ap- 
proval.? 

This is not a complaint. Professor Knight was perfectly entitled to 
single out those topics which particularly interested (or irritated) him, 
though it is questionable if the result is correctly called the review of a 
book, as Professor Knight called his article (p. 1). I simply mention 
this because I, too, claim my right to limit myself to those more strictly 
defined questions which particularly interest me without having to 
follow out the much wider, indeed almost unlimited, syllabus set for me 
by Professor Knight. 

This reply consists of (1) a further explanation of the arguments of 
my introductory chapter, on which Professor Knight especially con- 
centrated; (2) answers to some more detailed objections; and (3) an 
appendix raising very briefly some questions designed to make more 
clear the differences between Professor Knight’s terminology and my 
own. 


II 


The saeva indignatio of Professor Knight was principally aroused by 


”? 


what he continually refers to as my lack of a “philosophical position 
or the lack of a detailed account of a philosophical position in my book. 
Indeed, it is apparently to this lack that he was referring when at the 
end of his article he goes so far as to say (p. 31) that the fallacies of my 
book “‘are rather those of omission—what it excludes rather than what 
it contains,” but that this “exclusion is itself . . . . dogmatic.” 

* Apart from two isolated references to pp. 30 and 104, all Professor Knight’s 


references and quotations are from the Introduction (pp. 7, 8, 10), part of chap. v 
(pp. 139-51), and the Appendix (pp. 177-81). 
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I must certainly admit an attempt to exclude from a book about 
economics all discussion of philosophical issues, apart from a bare 
minimum by way of general indication of the philosophical position 
from which I started. This was introduced simply for the sake of clari- 
fying the subsequent discussion, not because the validity of the conclu- 
sions of that discussion in any way depended on it. At least as regards 
the copy destined for Professor Knight, it would have been much wiser 
if, far from elaborating its arguments, I had omitted the Introduction 
altogether with its preliminary philosophizing, for he seems at only a 
few isolated points to have succeeded in reading past it. 

It seemed to me that the only methodological discussion for which 
there is any justification in economics is that which really tries to help 
in clarifying fairly directly the methods of dealing with the actual 
problems of economics now under discussion by economists and which 
tries to reveal what the real points of difference about these problems 
are, why disputes and controversies continue so long and so inconclu- 
sively, and how they might be brought nearer a generally acceptable 
conclusion. I referred extensively to current controversies and tried 
the whole time to relate the discussion to the current unsettled ques- 
tions of economics (e.g., concerning the trade cycle, what the rate of 
interest “really is,” etc.), some of which in the past couple of years or 
so seem to have been rather abruptly and inconclusively dropped. 

Professor Knight apparently did not approve of this. In his own 
thirty-two-page article he seemed at no point concerned to approach or 
to relate his propositions in any way to current discussions of economic 
problems. According to Professor Knight (p. 4), in dealing with equi- 
librium, expectations, rational conduct (with particular reference to 
theories of imperfect competition), I was not in any way getting to 
grips with the common concepts of economics, and I should have spent 
instead far more space in elaborating the few general preliminary sug- 
gestions made in the Introduction. 

Even now, in the limits of this reply, this elaboration cannot be 
carried very far. It is impossible, for example, to go into Professor 
Knight’s two-and-one-half-page exposition of the very controversial 
questions of the foundations of mathematics and logic (pp. 8-10) or 
into his five-page treatment of the complicated subject of science and 
measurement (pp. 17-22). This is partly because of incompetence and 
partly because of a frequent inability to grasp with complete clarity 
Professor Knight’s meaning. 


3 To take examples at random of propositions like the following (p. 17): “The 
quantity or degree of variable attributes is fundamental for the interest in action, 





THE SIGNIFICANCE OF ECONOMIC THEORY 735 


But in so far as I do now try to discuss shortly a philosophical posi- 
tion (if I may be permitted to possess one; I don’t very much mind if I 
am not, for philosophical positions seem so often to afford one a simpler 
but systematically “doctored” view of selected facts of the world), it 
may be again emphasized that my philosophical position and its de- 
fects are quite independent of the validity or invalidity of the main 
propositions about the basic postulates of economics with which my 
book was concerned, just as the validity or invalidity of the proposi- 
tion that the square on the hypotenuse of a right-angled triangle equals 
the sum of the squares on the other two sides is quite independent of 
the philosophical position of Pythagoras or the philosophical position 
of a schoolboy making some mistaken attempt at demonstrating it. 

As regards my philosophical position, I might content myself with 
the following words. They are not exactly those I would choose my- 
self, but they account for the philosophical starting-point of my book 
sufficiently accurately, and there should be little danger of Professor 
Knight’s misunderstanding them: “The text must not be taken as ex- 
pressing any view whatever as to the ultimate nature of reality or any 
other philosophical position. The writer is in fact a radical empiricist in 
logic, which is to say, as far as theoretical reasoning is concerned, an 
agnostic on all questions beyond fairly immediate facts of experience.’’* 

But for Professor Knight this is now plainly insufficient—in my case 
at any rate—so I must attempt to be more elaborate. 

In general, the approach and answers to the problems of philosophy, 
epistemology, and scientific method given by the writers of the Anglo- 
Saxon (as contrasted with the Teutonic) tradition in philosophy seem 
to be on the correct lines. The approximate answers of Locke, Hume, 
and J. S. Mill have been perfected, developed, and made more precise 
in recent decades by, for example, Bertrand Russell and Wittgenstein 
in England and by Mach, Schlick, and Carnap in Vienna. Among econ- 
omists in recent decades, more particularly Pareto, Schumpeter and 
Myrdal have insisted on the importance of empirical verification. On 
many points I think it may be fairly said that Dr. Kaufmann, in his 


and the concept or feeling of objectivity itself, as against subjectivity, has come for 
the modern mind to be closely connected with the possibility of measurement, and 
the accuracy attainable” (p. 17). Or: “It is particularly to be emphasized that 
even at the lowest factual level, truth and knowledge are inseparably related, not 
only to interests but to values” (p. 26). Admittedly these propositions are torn from 
their contexts. All the same. 


‘F. H. Knight, Risk, Uncertainty and Profit, p. 200. 
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Methodenlehre der Sozialwissenschaften (Vienna, 1936), accepted the 
point of view labeled as “positivist” by Professor Knight. 

So much for antecedents. The two main principles I started from— 
I put them forward simply as suggestions of convenient classifications 
—are: (1) A sharp distinction between deductive and inductive propo- 
sitions; the former are, in a sense, certain but, being empty of empirical 
content, do not of themselves say anything about the facts of the 
world, while the latter are empirical propositions about the facts of the 
world possessing a greater or lesser degree of probability but never 
“absolute certainty.” (2) A sharp distinction between propositions put 
forward as empirically testable and those that are not, and the sugges- 
tion that (apart from its use of deductive theory) “science,” natural or 
social, can concern itself only with the former, that is, as Professor 
Stebbing put it: “‘A scientific theory that is incapable of experimental 
testing is valueless.”” Both these distinctions are simply taken over and 
adapted for my particular purpose from such writers as the above. 
This does not, of course, prove them correct and Professor Knight’s 
criticism unfounded, but it does put his objections in a rather different 
perspective from that in which he himself presented them. Therefore, 
when Professor Knight protested, for example (p. 6), “‘ Even the briefest 
survey of the problem must recognize at least three types or fields of 
knowledge, in contrast with Mr. Hutchison’s two” (N.B.: I was con- 
cerned not with any types or fields of knowledge but with a classifica- 
tion of propositions), he is not objecting merely to the certainly very 
brief survey, which was all that I was able to offer, but to the writers of 
the Anglo-Saxon tradition in the last two hundred to three hundred 
years. Or, again, he complains: ‘Surely anyone who has made any 
progress at all in the study of philosophy, or even in private reflection 
about its problems, can be assumed to know that any simple antithesis 
between observation and inference is utterly untenable, if not down- 
right foolish” (p. 10). Here he is (@) stressing a well-known point men- 
tioned in a passage of my book actually quoted (p. 3) by himself :‘‘ The 
scientist proceeds by means of the two inextricably interconnected ac- 
tivities of empirical investigation and logical analysis’ (italics mine). 
(That is, to record a fact one must possess a language to record it in, 
and in this language certain necessary re.ations will obtain between the 
different concepts as defined.) Alternatively, if this is not what is 
meant, he must mean (8) that one must not draw a distinction between 
deductive and inductive propositions at all; or that, because in human 
beings, as we know them, male and female cannot exist without one 
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another, no distinction can and/or should be drawn between them. It 
is hardly necessary to point out that the clear distinction between de- 
ductive and inductive propositions is a commonplace of scientific 
method and has been regularly emphasized in leading works on the 
methodology of economics. Professor Knight has emphasized it him- 
selfs It is possible entirely to disagree that it is only deductive proposi- 
tions “which are ‘Economic Generalisations proper’ ”’ while entirely 
agreeing with the importance of the distinction emphasized, for ex- 
ample, as follows: “It is highly desirable that every effort should be 
made to keep separate, at any rate in mode of statement, those gen- 
eralisations which have the character of certainty, which are Economic 
Generalisations proper, from those generalisations of the ‘sociological 
penumbra,’ which only have a high degree of probability.’” 

But to come to the precise suggestion made in my book, this had 
nothing whatever to do with the existence or nonexistence of any “type 
or field of knowledge.” It was simply concerned to make clear and 
precise that old distinction between two types of propositions used in 
science—deductive and inductive. The former, in a sense “‘certain,’’ do 
not exclude any possible occurrence, only a contradiction in terms. 
Because they exclude nothing they in a sense assert nothing about the 
facts of the world and are therefore unfalsifiable by those facts because, 
whatever the facts, they are“‘true.”’ The latter, that is, inductive prop- 
ositions, can never be established as certain because there may always 
possibly have been some mistake in observation or because a new ob- 
servation might always possibly conflict with previous observations. 
But just because, being falsifiable, they exclude something (e.g., the 
proposition “This table is made of wood”’ excludes, if true, the table’s 
being made of iron), they therefore assert something about the facts of 
the world. Deductive propositions are tested by a process of mathe- 
matical or logical proof which consists in showing the relation between 
definitions. As I pointed out in my book (chap. iii, sec. 1), nearly every 
single important proposition of economic theory has at some time or 
other been shown, often with much misplaced indignation, to be a 
tautology. Inductive propositions, on the other hand, are tested by 
empirical observation of the facts. No other tests than these have ever 
been put forward, nor did Professor Knight, while attacking these, sug- 
gest any other tests relevant for any third type of proposition. 

The question of testing or“ verification” we arrive at with the second 

SE.g., ibid., p. 14. 

*L. Robbins, Nature and Significance of Economic Science (1st ed.), p. 118. 
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of the two main distinctions that I emphasized, that is, between propo- 
sitions that are put forward as capable of intersubjective empirical 
testing and those that are not. If it is claimed for a proposition that it 
tells us some fact about the economic world—about consumers, entre- 
preneurs, or governors of central banks—and if it is questioned, but 
not confirmed by testing, it can remain only a hypothetical conjecture 
and not a scientific conclusion, which it will become only when con- 
firmed by testing. If, on the other hand, it is denied from the start that 
it can in any possible way be tested or that even if, when someone 
chooses to question it, it is claimed that it need not or should not be 
tested, then such a proposition cannot be the subject of scientific dis- 
cussion. At various periods of history propositions have been put for- 
ward claiming to say something about facts of the world (in the seven- 
teenth century of physics, in the nineteenth century of biology, in this 
century—in some parts of the world—of anthropology) but which have 
been held to be above all empirical testing. Those that have called for 
tests have sometimes been physically persecuted. Only when it has 
been possible again to experiment has that particular science, in the 
particular region concerned, been able to go forward. That is, briefly, 
my second suggestion and the reasons I gave for it. 

The fact that some propositions are so obvious that it is generally 
considered superfluous to question or test them, or that some are very 
fervently believed, has nothing to do with this as a principle. As Pro- 
fessor Knight said: “ Validity has little relation to vividness in the im- 
pression or fervor in the report. The ‘snakes’ seen and reported by the 
sufferer from delirium tremens are probably by no means inferior in 
such respects to the observations of the scientific zodlogist” (p. 7). 

Scientific propositions in question must be testable and, if ques- 
tioned, tested, by anybody ready to take the trouble for himself. The 
difference between the propositions about snakes of the scientific zodl- 
ogist and those of the sufferer from delirium tremens is just that. The 
latter might claim that he knew by intuition that his propositions about 
snakes were true, and I fail to see how Professor Knight, who (p. 15) is 
apparently ready to base the whole of economics on untestable intui- 
tions, could confute him, except by breaking his head or claiming that 
his intuition was superior—perhaps for “ racial’’ reasons. 

I need hardly say that I entirely agree with Professor Knight when 
he says (pp. 7-8) that if all scientists were charlatans, systematic liars, 
or subject to chronic hallucination there could be no science. All that 
need be added is that science is also impossible in a field where there is 
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no general acceptance (Professor Knight in a passage with which I 
entirely agree called it “social consensus” [p. 7]) as to intersubjective 
empirical tests. 

Professor Knight emphatically rejected the criterion of testability. 
He said: “It is not conceivably possible to ‘verify’ any proposition 
about ‘economic’ behavior by any ‘empirical’ procedure, if the key 
words of this statement are defined as they must be defined to be used 
with relevance and precision” (p. 15). 

Professor Knight need not accept the criterion of testability if he 
does not want to. We do not want to be, and we cannot be, dogmatic 
about it. But we are entitled to ask where, if he rejects “the appeal to 
fact” which some famous scientists described as “the essence of sci- 
ence,””’ he finds any authority as a basis for his propositions. Against 
the sufferer from delirium tremens not much is necessary, but against 
the crank, the propagandist, and the colored-shirted champion of some 
persecuting mass creed (by whom I was surrounded when I wrote my 
book), if the scientist can ever struggle at all, it is only by the firm, 
persistent appeal to testing by the facts. 

Of course this will all seem rather fussy and irrelevant, if when one 
meets a suggestion or proposition that does not fit in with one’s own 
ideas one is quite happy to dismiss it as “positivism,” “‘dangerous,”’ 
“pernicious nonsense”’ which “‘even the briefest survey of the problem” 
or “surely anyone who has studied the matter at all’”’ would at once 
reject. At one point even Professor Knight quite bluntly said that any- 
one who denies one of his propositions must be out of his mind (p. 12). 
The proposition may certainly be obvious enough, but even so it is a 
highly dangerous method of establishing it simply to say that anyone 
who denies it must be mad. How “obvious” must a proposition be for 
Professor Knight to establish it simply by saying that anyone who 
denies it must be mad? And who is to judge when this beautifully 
simple method is applicable and when it is not—Professor Knight, 
presumably? 

Not only is my suggestion with regard to testability “fundamentally 
misleading and wrong, if not actual nonsense” (p. 5), but, “if one be- 
gins with confident and sweeping assertions about ‘tests,’ one is under a 
corresponding obligation to make it unambiguously clear what sort of 
Propositions do and what sort do not need testing and what tests are 


7 Cf. A. C. Haddon, J. Huxley, and A. M. Carr-Saunders, We Europeans: A Sur- 
vey of Racial Problems (‘‘Pelican Edition’), p. 236. 
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accepted as valid and not themselves in need of testing. This follow-up 
is just what we do not find in Mr. Hutchison’s essay” (p. 6). 

As regards the first question, as to what propositions do and what 
propositions do not need testing, suffice it to say that a proposition 
needs testing simply with regard to what, if anything, is claimed for it 
by the person who puts it forward. If it is put forward as telling us 
something about the facts of economic life, it must be testable (and if 
questioned, tested) by just those facts, and the scientist who puts it 
forward will welcome the test. Similarly, if a piece of paper is put for- 
ward as a five-pound note it must be tested by the procedure the banks 
have for testing five-pound notes. It is not necessary or relevant to test 
it by the procedures agreed upon for five-dollar notes, cinema tickets, 
or copies of wills. It is because this seemed to me obvious that a “fol- 
low-up” of the point is not found in my book. 

With regard to the question as to what tests are accepted as valid 
and not themselves in need of testing, as I said (Introduction, sec. 2), 
there is no sense in talking of some kind of “absolute” test which will 
finally decide whether an empirical proposition is “absolutely” true or 
false. For it is always theoretically possible that observers or statistical 
investigators have made mistakes, and it is always theoretically pos- 
sible that generalizations established by many past observations might 
be upset by some future observation. The validity of tests must be, in 
a sense, “‘relative.”’ 

Let us take a contemporary sociological example: The tests of the 
opinions of the citizens of the United States at the presidential election 
were apparently accepted as “valid” by both candidates and their sup- 
porters. That is, the rules as to the test or election were accepted by 
both parties, and it was accepted by both parties that these rules were 
strictly carried out (e.g., that the counters of the votes were accurate 
and impartial). Of course in some other countries elections and refer- 
endums are not accepted as valid tests even by impartial observers. 
Both science and democracy require the acceptance of certain rules for 
carrying out tests and also the acceptance of the results of the tests 
thus carried out. Of course, if all scientists were charlatans or liars, 
science, as Professor Knight pointed out, would be impossible. Science 
would also be impossible where they are unable or unwilling to agree to 
accept the results of the testing of their propositions, just as democracy 
is impossible when people refuse to agree to rules for the testing of pub- 
lic opinion or to abide by the results of those rules. 

Of course, in economics and throughout social science, where there 
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are such multitudes of interrelated factors and where the difficulty of 
collecting accurate statistics is so great, with the best will-to-agree- 
ment in the world and with the fullest “impartiality”’ it is often dif- 
ficult to agree for a long period (until more and more facts gradually 
come in) on statistical and empirical tests. But this does not affect the 
principle. It is rather an added reason for caution and moderation 
about going to the slightest extent beyond the tested facts, particularly 
when one’s propositions are questioned by other investigators. 

For the above reasons I argued that “what tests are accepted as 
valid and not themselves in need of testing” is, in a sense, a matter of 
“convention.” Professor Knight violently objected to this word and 
said: “Here truth is merely a game in which the players are free to 
make any rules they please” (p. 4). I do not understand why Professor 
Knight should say this, because exactly two pages later, concluding a 
paragraph, with which I entirely agree, arguing that testing is “‘a social 
activity or phenomenon,”’ he wrote: “A conscious, critical social con- 
sensus is of the essence of the idea of objectivity or truth.” Being a 
little vague as to the meaning of the word “consensus,” I looked it up 
in Webster, who gave it as “agreement in opinion, custom”’; so why the 
use of the term “‘convention” rather than “consensus” should call for 
such ridicule is not, to me, clear. 

My suggestion with regard to testability is, in any case, far less 
rigorous and exclusive than the suggestion of Professor Knight’s that a 
concept “which cannot be measured with any high degree of accuracy” 
should be avoided “in work pretending to a scientific character.’”* 

I venture, in conclusion, to assure Professor Knight that my sugges- 
tion was made not from any ridiculous delight in trying dogmatically to 
lay down the law. Quite apart from the two very practical, fundamen- 
tal, and far-reaching reasons I had for making it, I was, in any case, not 
in the least dogmatic about it. I quite recognized that distinguished 
economists (e.g., Sombart) did not accept it and concluded my Intro- 
duction: ‘This book is not concerned to urge or to appear to urge any 
ultimate ‘necessity’ or ‘absoluteness’ about these criteria [of testa- 
bility].”” I certainly will not call anyone who rejects them “mad” or 
say he has made no serious study of the subject or try to base my 
propositions simply on my own intuition.* I merely called attention, as 


* Econometrica, January, 1938, p. 82. 

» Another reviewer wrote—I may perhaps quote this, as I take it as a criticism— 
(“not very” meaning perhaps “insufficiently”): “Mr. Hutchison’s attitude to the 
fundamental problems is not very dogmatic” (A. W. Stonier, Economic Journal, 
1939, P. 114). 
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I was perfectly entitled to—and I do so again—to the two reasons for 
maintaining my criterion: first, if economists are to agree among them- 
selves and to advance their subject, the only way is, as Mill said, to 
adopt the methods of more advanced sciences by constant empirical 
testing of their propositions and by the improvement of their methods 
of testing; second, if the authority of economic science is to be upheld 
against pseudo-scientists, quacks, cranks, ministries of propaganda, 
and power-seeking political parties, the only ground on which the 
scientist can fight and which he may be able to defend is that of fact, so 
he must constantly urge the “‘appeal to fact.” It is the task of the 
twentieth century to get the appeal to fact as widely and readily ac- 
cepted in the field of social science as, since the seventeenth century, it 
has gradually become accepted in that of natural science. 

So much for my philosophical position—or lack of one. 


III 


Here are some more particular points: 

A. Considerable emphasis was laid on the distinction between prop- 
ositions put forward as empirically testable and those that are not and 
also on the very practical reasons for this distinction. But nothing more 
was being done than to draw a perfectly objective distinction—one that 
has often been drawn before—between “science’’ and “non-science”; 
just as one might draw a distinction between “chairs” and “non- 
chairs,”’ by defining “chairs” as having, inter alia, four legs and point- 
ing out that anything with more (or less) than four legs could not bea 
“‘chair’’ in the defined sense. This distinction could be drawn without 
expressing any preference for chairs as against other furniture on 
grounds of comfort, utility, etc., and, even if such a preference was 
expressed, it would be something quite separate from the distinction 
itself. 

There is no space to elaborate the distinction further. Suffice it to 
say that no value judgment is made here of any sort or kind, nor is 
there anything so grotesque as a general “‘condemnation of emotion.” 
It was said explicitly: ““‘We are not here attempting to exalt ‘scien- 
tific’ propositions or problems above ‘non-scientific’ ones. We do not 
argue that the meteorologist’s knowledge of a sunset is either somehow 
superior or inferior to the artist’s knowledge, . . . . we are simply con- 
cerned with a vitally necessary distinction” (chap. i, sec. 3). 

But Professor Knight was able to write without, of course, quoting 
any passage to which his remarks could conceivably have applied: 
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“The author is a positivist, i.e., one of those who always think of ‘sci- 
ence’ with a capital S,....and use it in a context which conveys 
instructions to pronounce in the awe-inspired tone chiefly familiar in 
public prayer. This emotional pronouncement of value judgments con- 
demning emotion and value judgments seems to the reviewer a symp- 
tom of a defective sense of humor” (italics mine). 

The few sentences above, it is hoped, may suffice as an answer to the 
sober answerable content of these observations. 

B. Having set out this criterion for scientific propositions in the In- 
troduction, I made use of it to some extent in chapter ii, but mainly in 
chapter v, in discussing such concepts as “utility,” “social utility,” and 
“welfare.” It was suggested that there was no good reason why these 
concepts should be so defined as to belong to the realm, as it has been 
put, of “gratuitous metaphysics.”” In everyday life comparisons of sat- 
isfaction are not treated as metaphysical but as empirically testable. 
For scientific purposes it would be possible to make more precise defini- 
tions for particular cases, so that propositions containing these con- 
cepts could be made testable. There is, therefore, no good reason for 
arguing that welfare economics must “go by the board,” since it makes 
use of untestable metaphysical value judgments. I compared the con- 
cept of social utility with the concept of health to show how, broadly, a 
scientifically satisfactory definition, when such was wanted, could be 
arrived at. 

In any case, if these suggestions for defining social utility, etc., were 
not acceptable, it was made absolutely clear, by repeating four or five 
times in a dozen pages, that the criterion of testability should in my 
opinion be upheld, for if it was once relaxed there would be no way of 
excluding any sort of mystical political propaganda and quackery based 
on “intuitions” and “convictions” but resisting or rejecting empirical 
tests, It was stated: “‘Whether a concept is‘ legitimate’ or not depends, 
of course, first on one’s criterion of legitimacy, and secondly on one’s 
definition of the concept. We have outlined in previous chapters our 
criterion of legitimacy so the problem remains simply as to whether we 
can usefully define these concepts in accordance with it” (chap. v, 
sec. 3). 

That is, if further explanation is really necessary, our problem was 
whether we could conveniently define concepts like utility and social 
utility so that they did not offend against the criterion we had proposed 
and intended ourselves to uphold. To choose another quotation from 
the same section, a page or two farther on: “If, on the other hand, such 
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concepts are not or‘ cannot’ be defined in accordance with our criterion, 
we reject them for any science, social or otherwise, since we propose 
that the barrier against any sort of inconceivably testable utterances 
and therefore against pseudo-science must be rigidly upheld.” 

There is nothing particularly profound in these suggestions, but I 
am afraid that I fail to see anything in them in any way inconsistent or 
contradictory. Quite the opposite. If they are nothing else, they are at 
least carefully consistent. 

According, however, to Professor Knight, who naturally again failed 
to quote any passage to which his criticisms could apply, relying en- 
tirely on his own free interpretation, there is some palpable contradic- 
tion or inconsistency here: “‘But he [the reader] will find that Mr. 
Hutchison does not stick at all to the principles so emphatically put 
forward in chapter i... . [which] means that he really has no philo- 
sophical position at all He will be able to discern on coming to 
the fifth chapter .. . . that the author has quite dropped his rigorous 
and ‘hard-boiled’ (dogmatic!) pose Thus when our author gets 
‘down to cases,’ he seems to abandon entirely his stern insistence on 
factual testing and to fall back upon the naive conceptions of common 
sense”’ (p. 4). 

I suggest there is, in general, no opposition between “factual test- 
ing” and the naive conceptions of common sense. The dangerous op- 
position to factual testing is from quite another direction. 

In conclusion, Professor Knight went so far as to say: “It is per- 
haps the chief merit of the work that, as we have pointed out, the 
author ends up by virtually abandoning the ‘criteria’ on which at first 
he lays so much emphasis” (p. 31). Iam afraid the author does nothing 
of the sort, so that is the end of the chief merit of my book, according 
to Professor Knight. 

C. One short section (chap. v, sec. 1) was devoted to an examina- 
tion of what Wieser had called the “psychological method.” I quoted 
Wieser’s account of this methodological concept, and Professor Knight 
requoted it, so I will not re-requote it. The doctrine apparently had 
descended from Senior to Professor Mises and his followers. Cairnes 
was stating it when he wrote: “‘ The economist starts with a knowledge 
of ultimate causes [He is] already in possession of those ultimate 
principles governing the phenomena which form the object of his study 
. ... Since we possess direct knowledge of causes in our consciousness 
of what passes in our minds.’’” 


10 J. E. Cairnes, Character and Logical Method of Political Economy, pp. 83-90. 
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It is to the few pages on the psychological method that Professor 
Knight devoted much of the rest of his direct criticism (apart from the 
Introduction). His argument was that the doctrine “is essentially 
sound, though the analysis is admittedly not carried very far in a 
philosophical sense, by Wieser or by most of those who advocate it”’ 
(p. 15). 

This is a very considerable admission. For a substantial part of my 
complaint was, as I put it: “It is necessary for those who advocate this 
possibly misleadingly called procedure ‘the psychological method,’ to 
make two points clear which up to now are highly obscure, first very 
precisely what these propositions are, so that it can be seen whether 
any significant deductions can be made from them alone, secondly, 
how the truth of them can be tested in a scientifically respectable 
way.” That is, if, as Professor Knight says, they are not verifiable by 
any empirical procedure, by what procedure are they verifiable? 

I am afraid I do not find either that Professor Knight “carried the 
analysis” any further than Wieser or Cairnes or that he makes the two 
important points, which I complained were so hopelessly obscure, any 
clearer—though perhaps other readers of his article may not have been 
left so very much in the dark as I have been. 

Before we turn to the three fundamental propositions listed by Pro- 
fessor Knight (which he claimed are arrived at by intuition and which, 
moreover, he claimed cannot possibly be verified by any empirical pro- 
cedure), let us glance in passing at those which the pioneers of the 
psychological method—Senior and Cairnes—formulated and for which 
they made similar claims. The first of Senior’s fundamental proposi- 
tions is: “That every man desires to obtain additional wealth with as 
little sacrifice as possible.” Among Cairnes’s “ultimate principles” are, 
“first, the general desire for physical well-being and for wealth as the 
means of obtaining it”; next, “the intellectual power of judging of the 
efficiency of means to an end, along with the inclination to reach our 
ends by the easiest and shortest means [perfect expectation].”" 

Professor Knight would agree either that these propositions are 
definitely false or, to say the least, extremely inaccurate, though I do 
not know whether he would base his conclusion as to their falsity on 
observation or intuition. But, in any case, this throws considerable 
light on the psychological method. Presumably Professor Knight 
would not make the same claims for the untestable intuitions of Senior 
and Cairnes that he makes for his own, that is: “We surely ‘know’ 


™ Cf. J. N. Keynes, Scope and Method of Political Economy, pp. 240-41. 
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these propositions better, more confidently and certainly, than we 
know the truth of any statement about any concrete physical fact or 
event” (p. 16). 

Coming now to Professor Knight’s own basic assumptions—intui- 
tions unverifiable by any empirical procedure—we find them set out as 
follows: “‘All discussion of economics assumes (and it is certainly ‘true’) 
that every rational and competent mind knows (a) that some behavior 
involves the apportionment or allocation of means limited in supply 
among alternative modes of use in realizing ends; (6) that given modes 
of apportionment achieve in different ‘degrees’ for any subject some 
general end which is a common denominator of comparison; and (c) 
that there is some one ‘ideal’ apportionment which would achieve the 
general end in a ‘maximum’ degree, conditioned by the quantity of 
means available to the subject and the terms of allocation presented by 
the facts of his given situation.” 

The only possible interpretations of these three propositions seem to 
me to be as follows: (a) That behavior takes place which involves al- 
locating limited means among alternative uses, e.g., that I can take 
only a certain limited selection of photographs if I have only one film 
for my camera. Nothing being said as to what means are available at 
any given time or place or how they will be used, this seems to be a 
very obvious generalization dressed up in rather more precise and im- 
pressive language than is used in everyday life. (6) That different be- 
havior leads to different results. It is not clear whether this is a tau- 
tology ex definitione from “‘different” behavior and results. If it is not, 
it might very often be false. The proposition is highly unclear, but 
however clear it was made, it could not tell us anything very important. 
(c) That one allocation of means will yield “more”’ than all the others. 
(Again is it ex definitione impossible that they might all yield “the 
same’’?) 

I cannot see that these propositions tell us anything at all about any 
concrete economic problems, e.g., the trade cycle, unemployment, 
monetary conditions, etc. Of course, if a lot of other propositions were 
added to them, one would learn something significant and important 
simply from these other propositions. These very fundamental plati- 
tudes could be at once cut away by Occam’s razor. In any case, in so 
far as they are not simply definitions, why not verify them empirically, 
as, if anyone thought it worth while, quite easily could be done? 

These intuitive, empirically unverifiable propositions are rather dif- 
ferent from any previous products of the psychological method. Never- 
theless, the two objections made against this method in my book and 
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repeated above remain unanswered. When they are answered, of 
course, the claims of the psychological method would then require re- 
newed attention. 

D. For a reason I shall explain below, I should like to touch briefly 
on the arguments of the Appendix to my book, which Professor Knight 
dealt with in a long footnote (pp. 23-24). 

I am ready to admit that to apply the term “Economic Liberalism” 
to the doctrines of Professor Mises and his school may well be mislead- 
ing, though it was made very clear that it was in this special sense, and 
in no wider one, that the term was being used and though, also, this 
was the term applied to their doctrines by Professor Mises himself and 
several of his distinguished and explicitly acknowledged followers and 
disciples in London, South Africa, and prebarbarian Vienna. 

I want here simply to repeat and emphasize what was said quite 
explicitly in my book, i.e., that the Appendix was what its title said it 
was, a discussion of “Some Postulates of Economic Liberalism” (in the 
sense of Economic Liberalism given immediately below the title). It 
was not intended to be and, of course, is not what Professor Knight 
called it and criticized it as “‘an eight-page discussion of economic 
policy.”” In addition to the title I find I wrote in all clarity: ‘In each 
case we are, of course, simply concerned with certain specific liberal 
arguments or propositions. There may well be other perfectly valid 
arguments in criticism of planning or in favour of policies of a ‘Liberal’ 
type, which we leave on one side.”” That is, J was concerned only with 
certain “Liberal” arguments based on certain assumptions (notably 
perfect expectation in a free market, while it was assumed without de- 
tailed investigation that central-planning authorities could have only 
highly imperfect knowledge and foresight. 

Professor Knight might just as well have criticized this brief Ap- 
pendix for being inadequate as a discussion of the principle of democ- 
racy, the equality of incomes, or economic incentive. I must admit that 
the first of Professor Knight’s two objections is not in the least clear to 
me in its meaning.’? But the second charged me with “evading a main 
issue,” which it was in no way my business to face, since the truth or 

“The main defects of the Appendix seem to the reviewer to be two: First, the 
author does not recognize the obvious reservation for any defense of economic indi- 
vidualism (in addition to frictional limitations) that even in so far as the system 
‘works’ in accord with its theory individuals—which really means families—share in 
the social product on the basis of productive capacity furnished (as measured by its 
sale value) which is perhaps never defended as having any close correspondence 
with ideal ethical desert, particularly for the dependent members of the family 
unit” (n. 15 on pp. 23-24). 
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falsity of my propositions about “‘some postulates of Economic Liberal- 
ism”’ could in no way be affected by it. 

I simply mention this rather minor question about the arguments of 
the Appendix to my book because Professor Knight’s criticism of my 
arguments perfectly epitomized his method of attack from the begin- 
ning to the end of his review. After inventing some title for my discus- 
sions quite different from that given in the book, he proceeded to state 
that the author sets out to treat of this or that wide, general, and even 
rather nebulous subject. (This purpose is explicitly disclaimed in the 
book, and the much more limited and precise propositions which it is 
aimed to establish are stated.) But Professor Knight was, of course, 
able to reveal “‘main issues evaded” (p. 24); “essential item[s]... . 
entirely ignored’’ (p. 22); “major problem{s] calling [in vain] . . . . for 
notice” (p. 17); facts ignored “which surely anyone who has made any 
progress at all in the study of philosophy, ....can be assumed to 
know” (p. 10). 

Professor Knight might well have thought the propositions I was 
concerned with to be trivial, insignificant, or uninteresting, though in 
any case he never so much as mentioned most of them. But he could 
have said this in thirty-two lines—not thirty-two pages. 


IV. APPENDIX 


I append here, selected at random, with very little comment, some propo- 
sitions of Professor Knight which, in my language (and I had thought it was 
quite a normal one), are palpably and glaringly false. That Professor Knight 
can assert them, sometimes with very little argument, as palpably true 
shows how wide must be the gulf between his language and mine. To set 
out some examples here may help in making clear at some points the con- 
figuration of this gulf, but whether it can eventually be bridged is another 
question. 

a) Professor Knight wrote (p. 27): “The validity of the notion of econo- 
my itself, or any interpretation of behavior in terms of motives, depends on 
the factor of error or uncertainty in numerous forms. But all such considera- 
tions—all conception of any process as problem-solving in any sense—are 
excluded by the preconceptions of positivism, are rejected as unreal, tran- 
scendental, or mystical.’ 

13 Professor Knight is apparently expressing the same idea in more characteristic 
language when he writes: ‘“‘The phenomenal sequences of positive science cannot in 
any sense be problem-solving, while this is the most important fact about human 
conduct. Consequently any attempt to universalize positive categories involves 
denying the reality of the notion of a problem or solution, or question or answer. 
Of course it also involves denying the meaning of denial and asserts that illusion 
and error are themselves illusion and error” (pp. 20-21). 
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I would not be concerned to argue on behalf of positivism as understood 
by Professor Knight but for the fact that he appears to apply this term to 
my views in general. Furthermore, a quotation like the above illustrates 
the huge gap between Professor Knight’s language and mine. 

I almost certainly do not exactly understand the sense in which Professor 
Knight was using the term “problem” here. It seems quite probable that the 
proposition quoted is a tautology given his definitions. I simply want to 
observe that, in the sense in which I use the term “problem”—and I think 
it coincides with the ordinary everyday sense—one could speak quite well 
of the problem of an employer who wishes to make his money profits as large 
as possible as to whether or not he should offer a raise in wages and thus at- 
tract more efficient workers; or, one could speak of the problem of a central 
bank governor as to whether or not his lowering a rate of interest would or 
would not lead to greater employment and a greater national dividend 
(measured in a particular way); or there is the problem of a finance minister 
or of a free intelligent citizen as to what effects on employment, wages, and 
the national dividend adherence to a gold standard would have. These (in 
my language) are examples of “problems,” or “problems of economic con- 
duct.” Whether or not a given measure will achieve a given result sets a 
problem. According to the conception of economic science that I adopted, 
the economist can and does give answers—perhaps of no high degree of 
accuracy—to these problems, or, at any rate, it is his perfectly plain task 
to try to give more accurate answers. 

So here is one typical case where I must confess that I quite fail to grasp 
Professor Knight’s purpose. 

b) “The positivist might well ponder the fact that no objective definition 
can be given of ‘work’ and ‘play,’ fundamental as the concepts are in any 
discussion of economics or of conduct in general’ (p. 25). 

I can, and I believe anybody can, give definitions of work and play such 
that on any occasion it can be said by any observer whether a given action, 
piece of conduct, or behavior is work or play in accordance with the given 
definitions. It would take a page or two (on the lines of a book of law de- 
fining what actions constituted a crime or not) to do so. I understand and 
use the terms “work” and “play” in a similar way to that in which judges and 
lawyers understand and use the word “crime.” 

c) “Surely no one thinks that from any conceivable knowledge of the 
physical world it would be possible to predict what interests intelligent be- 
ings living in it would have, even if all conceivable knowledge of human psy- 
chology be thrown in” (p. 14). 

As I understand the term “psychology,” it seems to me that no one could 
think that all conceivable knowledge of it could tell one nothing about 
what interests intelligent beings would have in a particular physical environ- 
ment. 

d) “It is particularly to be noted that change of mind upsets any posi- 
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tivistic prediction on the basis of observation of previous behavior... .” 
(p. 29). 

Cannot changes of mind in many cases be predicted on the basis of ob- 
servation of previous behavior about which there have been changes of 
mind? 

e) “Where there are or can be ‘definite, agreed, and relatively conclusive 
criteria for the testing of propositions, solutions, and theories,’ there are no 
very serious intellectual problems, and no methodological problems what- 
ever” (p. 3). 

Are there no such criteria in the natural sciences the adoption of which 
has been synchronous with their steady growth and progress? Are there no, 
and have there never been any, “serious intellectual problems”’ or “methodo- 
logical problems whatever”’ in the natural sciences? 

f) “Mr. Hutchison completely ignores intercommunication” (p. 13). 

Professor Knight had just quoted immediately above, in the same foot- 
note, a passage of mine referring to “spoken and written words, .. . . tone 
of voice or facial expression.”’ If this is completely ignoring intercommunica- 
tion, what exactly does Professor Knight mean by the term? 


A REJOINDER 


FRANK H. KNIGHT 
University of Chicago 


Y FIRST and chief reaction to Mr. Hutchison’s “Reply” 
M is to regret that I did not try harder to make it unmistakably 
clear that my review article on his book was in no sense a 
personal attack. I hoped it was unnecessary to say that explicitly. I 
expected it to be understood that I was, in the first place, reviewing a 
book, not castigating the author; that, beyond the single book, I was 
discussing a school of thought, or a position, of which it naturally 
would not always be a perfect example; and that, beyond both these 
ends what I was primarily attempting was to present some constructive 
discussion of what seemed to me some vital issues in economic method- 
ology, regarding which there is much confusion in our craft, as evi- 
denced by Mr. Hutchison’s book and many other current publications. 
Apart from these more general aims, I should certainly not have spread 
my remarks over the large area of thirty pages of which Mr. Hutchison 
repeatedly complains. 

As to the “review” feature of my article, I shall merely comment 
briefly on the fact that Mr. Hutchison is able to point out places in 
which he himself made statements of similar import to some which I 
offered in criticism of his general position. One thing which I thought I 
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did in my review was to call attention to such “inconsistencies” as 
inevitable in any treatment of the concepts of economics which at- 
tempts to reduce these fundamentals to terms of empirical fact and 
formal-logical inference from fact. Fortunately, it is next to impossible 
to be consistently wrong. 

In view of the time which has elapsed (due to circumstances for 
which no one is to blame) between the publication of my article and the 
appearance of the author’s “Reply” and this “Rejoinder,” it seems 
justifiable to refer again briefly to the issue which has occasioned all 
this sound and fury. That issue, as is clear from the“ Reply” as well as 
the book reviewed, centers in the view that the propositions of eco- 
nomic theory must be “‘testable,’”’ because only testable propositions 
have any place in “‘science.”” Literally speaking, this is a matter of the 
definition of science, and that is a question which does not seem to me 
worth arguing about. As to the facts of English usage—that “thought 
tradition” of which Mr. Hutchison makes so much in his reply—I 
should largely agree with him. (Neither the German word Wissenschaft 
nor the French word science would be so restricted in its meaning.) But 
{, for one, do not particularly care whether economic theory is regarded 
as a science or not. My concern is that there should be a clear under- 
standing in the minds of students that it is not a science in the sense 
upon which Mr. Hutchison insists in most of his book, namely, that of a 
natural, or especially a physical, science. The propositions which form 
the content of such sciences are indeed within limits testable, in the 
sense indicated. They state generalizations which can be verified or 
disproved by sense observation on which (within limits) different ob- 
servers agree, meaning inductions from propositions stating the re- 
sults of observation, and deductions from such inductions, both made 
in accord with principles of logic on which men agree, also within limits. 

These limits, I wish again to insist, are extremely important in the 
methodology of physical science itself. Agreements on observations 
and on the principles of logic and their application exist in a com- 
munity of discourse made up of persons who are (a) competent and 
(6) trustworthy. There is no “test” by which such persons may be 
identified by anyone outside the community itself which is constituted 
by them or at least outside of some community of discourse made up of 
competent and trustworthy judges identifiable only by mutual recog- 
nition. More important still, physical science itself necessarily con- 
tains, as a condition of making sense, many propositions and terms 
expressing concepts of a purely interpretive character which are not 
data of sense observation and do not have “reality” of that empirical 
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kind. Such concepts are force and energy and, ultimately, matter it- 
self. Physics has been well defined as the science of measurement; the 
reality of its fundamental entities is almost completely dependent upon 
this test. But it is hardly necessary to say, first, that at the margin of 
accuracy measurement itself is a matter of estimation or “judgment” 
or, second, that a competent physicist does not pretend to be able to 
state in empirical terms just what is being measured, beyond the divi- 
sions on a linear or curvilinear scale. 

In all this there is no “ultimate” difference between theoretical 
economics and theoretical physics. Yet the difference in degree and in 
the actual meaning of the fundamental propositions in the two fields is 
so great that it must be recognized as a difference in kind. The tempta- 
tion to reduce the fundamental concepts or ultimate content of eco- 
nomic theory to propositions of the same meaning-content as those of 
physical science is a natural one; but it is just that—a temptation 
which must be resisted, as a condition of arriving at any scientifically 
or practically relevant truth. The differences are crucial. It is impos- 
sible to verify the conformity of any behavior sequence to the prin- 
ciples of economy, in the sense in which the conformity of a physical 
event-sequence with the laws of physics can be verified, or even in the 
sense in which the propositions of mathematics and formal logic are 
verifiable. The magnitudes involved are not “measurable” but at 
most are estimated and that, in a primary sense, only by the individual 
subject, not by any other observer; and the student does not even get 
his economic data by explicit communication from economic subjects. 

The reason for the difference in the character of economic and natu- 
ral-science data is obvious. Propositions about economic behavior re- 
late to purposiveness in human behavior and depend for their meaning 
upon knowledge of its purposive character, which we have to assume is 
absent from physical “cause and effect,”’ where effort and, especially, 
error are not involved. And it is obvious that we do not know the 
purposes or motives of human behavior by inference from the observa- 
tion of behavior itself in at all the same sense in which we infer positive 
empirical laws as properties of behaving material. The fact that hu- 
man behavior is affected by error (as physical process is not) necessarily 
means that there is a divergence between the formula or positive law 
which describes economic behavior and that which describes its pur- 
pose, motive, or intent. And in this contrast centers the primary in- 
terest in economic principles. It is their function to describe an ideal, 
not the reality; and it is an ideal for social policy and not merely the 
pattern to which the individual wishes and tries to conform. These 
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propositions, of course, cannot be tested; they can only be submitted to 
the judgment of reasonable men or “competent and trustworthy” ob- 
servers of “facts” which are common to the experience of reasonable 
men. That is, they are subject to no test except that of agreement 
among the members of such a community of discourse. They are data 
of the intercommunicative life of rational “selves,” which is a pre- 
supposition of all knowing and thinking, including science and even our 
common-sense observation of the physical environment. 
Consequently, it goes without saying that, as Mr. Hutchison “crush- 
ingly” avers, when I oppose my formulation of ultimate economic prin- 
ciples to that of Senior or any other writer (cf.“‘ Reply,” pp. 745-46), I 
am only giving my opinion; and it remains merely that until, or except 
in so far as, it is confirmed by a general consensus of competent and 
trustworthy students identifiable (“testable”’) only by the fact of such 
agreement. In short: My point was and is that the categorical contrast 
drawn by Mr. Hutchison, and so many others, between propositions 
which can be tested and the “vague conceptions of common sense” 
(ibid.) and the insistence that only propositions of the former char- 
acter are admissible in economic theory is a false pretense and must 
simply be abandoned. The testable facts are not really economic, for 
positive process is not of the economizing character. This inability to 
test may or may not be regarded as “too bad’”’; anyhow, it is the truth. 
As a further essential of sound economic methodology I was equally 
interested in pointing out that the fundamental concepts of economic 
theory must also be contrasted on the other side along a kind of scale 
with a third type of proposition, namely, that which states a “value 
judgment,” in contrast with the factual purpose or end of an economic 
subject. Not merely do men economize as well as behave, in the sense 
in which machines are said to behave; they also, as men, recognize im- 
peratives in the selection of ends and in economizing limited means in 
realizing ends. The formal validity—possibility of truth or falsity—of 
propositions relating to values, the merits of actual ends, is (I submit) 
assumed in all rational discourse. For the primary value or end which 
ought to be pursued is telling the truth. The immediate content of any 
proposition which is expressed or thought is, like the economic end or 
want, a mere individual state of mind. But rational discourse must 
consist of propositions which state truth of a superindividual character 
or objectivity. Even on matters where we “have no language but a 
cry,” a cry, if it is language, is far more than just a cry. And other 
values have the same kind of reality as truth; i.e., statements about 
them have truth (or falsity) value. 














NOTE ON CONSUMER’S SURPLUS’ 


ADOLF KOZLIK? 
Iowa State College 


consumer’s surplus, as defined by Dupuit’ and Marshall, is 
“the excess of the price [sic] which he would be willing to pay 
rather than go without the thing, over that which he actually 
does pay.’’* Hicks, accepting Marshall’s definition, identifies an in- 
crement in surplus with “‘the compensating variation in income, whose 
loss would just offset the fall in price, leaving the consumer no better 
off than before.”’ Though accepting the concept, Hicks finds difficulty 
in generalizing the Marshallian measure—the area under the demand 
curve—to get away from the simplifying assumption of a constant 
marginal utility of money. He can determine a lower limit for the 
“compensating variation” under more general assumptions but can 
find no corresponding upper limit.° 
In this paper, it is proposed to show: (a) That the concept of “com- 
pensating variation” has two possible interpretations, in neither of 
which is it strictly identical with an increment of surplus. (6) That for 
one of these variants a lower limit can be determined and for the other 
an upper limit. (c) That the two missing limits cannot be determined 
in general, but can be determined in certain special cases. (d) That 
the direction and degree of error in the Marshallian measure can be 
understood in the light of these limits. For this demonstration we re- 
quire merely two diagrams (Fig. 1, A and B), representing slightly 
generalized versions of the two diagrams used by Hicks.’ 
We may begin with the ambiguity of the concept of “compensating 
* This article will be filed as Journal Paper No. J-802 of the Iowa Agricultural 
Experiment Station, Ames, Iowa. Project No. 710. 


* The writer is indebted for detailed criticism of his argument and suggestions 
for wording to his colleague A. G. Hart. 


3A. Dupuit, De l’utilité et de sa mesure (reprinted; Turin: De Bernardis, 1933), 
Pp. 40. 
4A. Marshall, Principles of Economics (8th ed.; London, 1922), p. 124. 
5 J. R. Hicks, Value and Capital (Oxford, 1939), pp. 40-41 (italics his). 
6 Tbid., p. 41, n. 1. 
7 Ibid., Figs. 10 and 11, pp. 38-39. 
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variation in income.” Assume an indifference diagram (Fig. 1, B) be- 
tween a commodity (“‘oranges,”’ measured horizontally) and commodi- 
ties in general (“‘money,”” measured vertically). The consumer has 
disposal of OM money and is confronted with a price p~, = OM/OL,. 
By the familiar rules of indifference curve analysis, his equilibrium 
position is Z,: he will buy OQ, oranges, paying for them MN, dollars 
and retaining ON, dollars for other purposes. If now the price is re- 
duced to ~, = OM/OL,, his equilibrium point is Z,, and he is raised 
from indifference curve /, to the higher level of satisfaction represented 
by curve /,. 

The “‘compensating variation in income’”’ is a deduction from his 
money-holding which will leave him on curve 7, when the price is 
p:. If the deduction is made after the consumer has committed himself 
to buy OQ, oranges, it must be E,C = MS. We shall call this the 
“‘post-variation.” If the deduction is made before the commitment is 
made, so that the consumer can, if he prefers, buy a different quantity, 
a deduction of MS will not prevent him from reaching an indifference 
curve higher than /,, since he can move to the left (to the right if 
oranges are an “inferior good”’)* along line SC. To put him back on 
curve J, requires the larger deduction MV, which we shall call the 
“ante-variation.”® 

The consumer’s surplus can be measured on Figure 1, B by drawing 
the indifference curve /,,, corresponding to the consumer’s level of wel- 
fare as it would be if he were forbidden to buy oranges (price infinite 
or higher than the slope of J,, at M)—that is, of course, the curve 
through point M. This curve shows, for each quantity of oranges, the 

* A commodity is called a “superior good” if the elasticity and the slope of its 
income-consumption curve (see ibid., p. 27) is positive; it is called an “inferior good” 
if the elasticity and the slope of its income-consumption curve is negative; and it 
may be called a neutral good if its income-consumption curve is perfectly elastic 
or horizontal. In other words, the expenditure for a superior good increases with 
increasing income, the expenditure for an inferior good decreases, and the expendi- 
ture for a neutral good remains unaffected. 

9 Several of the conclusions reached in this note are already contained in an 
article by Herbert W. Robinson, ‘‘Consumer’s Surplus and Taxation: Ex Ante or 
Ex Post?” in South African Journal of Economics, VII (September, 1939), 270-80, 
which was brought to my attention after the present article was written. Because in 
both articles the method of Hicks was used and developed, the graphs are very 
similar. For an understanding of the conclusions reached here the repetition of 
some of the conclusions of Robinson seemed to be necessary. The distinction be- 
tween ante-variation and post-variation is also contained in Robinson’s article, 
called there ‘“‘ex ante and ex post definition” of the consumer’s surplus (ibid., p. 278). 
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smallest sum of money the consumer can hold (i.e., the largest sum 
he can pay) and be as well off as though forbidden to buy. With price 
p,, the surplus is ZF, = N,A.; with price p, it is E,.F, = N,D. The 
increment of surplus is, therefore, Z,F, — E,F,. 

The convention on which the surplus is defined (the necessity of 
buying the quantity the consumer would buy if his income were un- 
disturbed, even though part is taken away) is similar to that underlying 
the post-variation; so that it is tempting to identify the latter with 
the increment of surplus. But from the diagram it is plain that the two 
will be the same only if E,F, = CF,. This equality will hold only by 
coincidence, unless the slope of 7,, equals that of J, for all quantities 
of oranges. This relation of the slopes, in turn, implies either that the 
marginal utility of money must be constant or that oranges must be 
a commodity just on the borderline between superior and inferior 
goods. (Under these conditions points A and C will coincide and the 
post-variation and ante-variation will also be equal, a fact which ex- 
plains and excuses Marshall’s failure to distinguish the two variations 
from each other and from the increment of surplus, since he dealt only 
with the special case where this holds true.)” 

To establish the limits we are seeking, we must turn to the demand 
curve f(D) drawn assuming the consumer has OM money—curve 
epp’p"l, in Figure 1, A. This may be supposed to be derived from 
Figure 1, B, by the familiar procedure of rotating a straight line 
through M, so that its slope passes through all possible negative values 
from— to o. The amount bought at each price is given by the ab- 
scissa of the point of tangency of the price line in question with the 
highest indifference curve it touches. (The locus of these points of 
tangency, or “expenditure curve,” is shown by curve R’ in Fig. 1, B.) 
Price p, = OM/OL, is represented by mp on Figure 1, A; price p, = 
OM/OL, by n’p’. Purchases at these prices are represented by on = 
OQ, and on’ = OQ,. The Marshallian measure of the increment of 
surplus, as price falls from p, to p,, is the area kpp’k’. Our problem is 
to determine the limits sought in relation to this area and to the two 
rectangular areas kpzk’ and kz’ p’k’ 


% Ibid., p. 275. 

"On this relation depends the answer to the question whether an income tax 
or a tax on commodities is more burdensome for the consumers. See for the applica- 
tion of the results obtained upon the problem of taxation Harold Hotelling, ‘The 
Genera! Welfare in Relation to Problems of Taxation and of Railway and Utility 
Rates,” Econometrica, July, 1938, and “The Relation of Price to Marginal Costs 
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As Hicks demonstrates very easily,” the consumer is better off than 
at the outset if price drops from p, to p, and if he is simultaneously 
deprived of kpsk’ dollars. The demonstration offered, however, applies 
only to the ante-variation. It turns on the fact that the consumer still 
has open to him his initial consumption combination (on = OQ, or- 
anges plus NV,0 dollars)—which guarantees that he is no worse off— 
and can presumably better himself by increasing or decreasing his 
consumption of oranges. 

The post-variation E,C = MS may or may not exceed kpzk’. This 
may be seen by translating kpzk’ = (p. — px) + on = on + p, — on +p, 
back into terms of Figure 1, B; on + p, is the amount paid for the original 
consumption, or MN,. The price p, may be expressed by SN,/N.H, 
while on = OQ, = N.E,. The post-variation thus exceeds kpzk’ if 
MS > MN, — (SN,/N.H) (N.E,); i.e., if (SN./N.H) (N.E,) > MN, 
— MS = SN.,, or if N,E, > N.H. In short, the post-variation will 
exceed kpzk’ if point H lies to the left of point Z,. This will surely be 
the case if line SC does not cut curve J, from above at C—i.e., if 
oranges are not a superior good. It may be the case even though SC 
does cut J, from above at C (though oranges are superior). The more 
superior oranges are (i.e., the greater the slope of curve /, relative to 
points on J, at the same abscissa) and the slower the fall in the rate 
of substitution (i.e., the less the concavity of J,), the greater is the 
likelihood that H will lie to the right of Z, and the post-variation fall 
short of kpzk’. 

Turning to the upper limit, it is simple to show that the post-varia- 
tion must be less than the rectangle kz’p’k’. This rectangle is equal to 
(p2 — p:) > on’ = p, > on' — p,+ on’. p, may be represented by 
MC,/C.B, and on’ = OQ, = C.C. p, + on’ is the outlay when , is 
charged and no deduction from income made, or MN,. The post- 
variation is less than kz’p’k’, then, if 


MC, 


E,C = NC. SCE (C.C) — MN, ’ 


in an Optimum System: A Final Note,’”’ Econometrica, April, 1939; Ragnar Frisch, 
“The Dupuit Taxation Theorem” and ‘“‘A Further Note on the Dupuit Taxation 
Theorem,” Econometrica, April, 1939; Hicks, op. cit., note to chap. ii; and Robin- 
son, op. cit. 

12 Op. cit., p. 41. 
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" j= MC, 
NiC.+ MN, = MC.< GR (CC) , 


or if 


CoB<CC. 


This cannot fail to be the case if curve J, is concave from above; so 
that this upper limit must always hold if we draw indifference curves 
of normal form. 

Since the ante-variation exceeds the post-variation, this limit does 
not restrict the former. The ante-variation will be less than kz’ p’k’ if 


MN, . 
MV < yg * NE: — MN, 


(using MN,/N,R to represent p,). This may be written 


MV _N.E,—N,R_ RE, 
MN, NR 7 NR r 


Since ME, and VA are parallel lines," we may substitute TE,/N,£, 
for the left-hand member, converting our inequality to 


TE, — RE 
N, E, NR ; 


or, multiplying by NV,£,/RE,, 


TE, N.E, 
RE, ~ N,R- 


The right-hand member of this final inequality is plainly greater than 
unity. Accordingly, if R lies to the left of T (so that the left-hand 
member does not exceed unity), the inequality must hold, and the 
ante-variation must be less than kz’p’k’. This is always the case if NV, 
is lower than A, because the line VA below A must be at the right of 

‘3 VA, being drawn so that MV shall represent the ante-variation, is a tangent 
to J, drawn parallel to ME,. T (a point to the left of J,) is the intersection of VA 
with N,E,. By construction, ML, is a tangent to J, also, but with a slope of —?, 
instead of — p,; its intersection with N,E£, is R. 
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the line ME, and T at the right of R.4 In other words, if the consumer 
after the ante-variation is taken away keeps less money than before, 
the ante-variation is less than kz’p’k’. In all other cases the position 
of R and T depends on £, and on the shape of J,. 

It will be observed that these limits have been defined for a de- 
crease in price. For an increase, as the reader can readily verify, we 
can determine in general the same limits of the ante-variation and of 
the post-variation. 

Whether the price rises or falls, we are able to determine in general 
the lower limit of whichever variation is larger by kzpk’ and the upper 
limit of whichever variation is smaller by kz’p’k’. In either case the 
upper limit of the larger variation can be determined also for special 
cases, while the lower limit of the smaller variation can be determined 
for inferior goods. 

We now arrive at the problem of the measurement of the increment 
of consumer’s surplus. For this purpose we need to make certain addi- 
tions to the traditional apparatus. 

The demand curve of Figure 1, A, measures, for each quantity of 
oranges, the slope of the indifference curves cut at that quantity by 
the expenditure curve (R’ of Fig. 1,B). From the /,, indifference 
curve of Figure 1, B, we may draw a curve //, (with the dimensions 
of a demand curve) showing the slope of the curve for each amount of 
oranges.’5 Since J,, is the locus of combinations indifferent to the 
combination offering OM money and no oranges, the area under curve 
I’, to the left of any quantity of oranges shows the maximum amount 
the consumer will pay if it is a question of buying that quantity or 
none. This area (minus the rectangle showing the amount paid) is thus 
by construction a perfect measure of the Marshallian surplus. Accord- 
ingly, we shall cali curve J‘, the “‘marginal-surplus curve.” 

Now if all indifference curves (including /,,) have like slopes for 
like scales of consumption of oranges, the marginal-surplus curve and 
the demand curve will coincide. In this case the Marshallian measure 
of surplus will be rigorously correct. But this identity of slope can 
exist only if the marginal utility of money is constant (the Marshallian 
supposition) or if oranges are neutral goods—just on the watershed 
between inferior and superior goods. 


«4 Since E, cannot be below C, E, cannot be below A if A is below C, i.e., in the 
case of an inferior good. 


*s The sign of the slope must, of course, be changed. 
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Suppose now that oranges are a superior good. Then the higher in- 
difference curves of the diagram will be steeper—for a given amount 
of oranges—than the lower curves. It follows that for each amount 
of oranges J, is less steep than the curve intersected by the expendi- 
ture curve R’.** Where this is the case, the marginal-surplus curve 
lies below the demand curve, as shown in Figure 1, A, to the left of 
point p”. In this case, the increment of surplus will be less than the 
Marshallian measure. 

If oranges are an inferior good, the reverse will hold. The marginal- 
surplus curve will lie above the demand curve as shown in Figure 1, A, 
to the right of p’’, and the Marshallian estimate of surplus will be an 
understatement. 

In the preceding argument the surplus has been defined relative 
to a consumption of zero as standard; and as we have already seen, 
the difference in surplus between the situation where , is charged and 
that where #, is charged is entirely indeterminate in relation to the 
ante-variation and to the post-variation; it cannot be guaranteed to 
be identical with either the ante-variation in income or the post-varia- 
tion—nor yet to lie between them. 

We might alternatively define the surplus with price ~, and corre- 
sponding purchases (say) as starting-point—a procedure which would 
eliminate the traditional difficulty of dealing with the surplus from 
absolutely necessary quantities of a commodity.’? Graphically, this 
means treating the slope of curve J, as we previously treated that of 
I. (yielding curve 7; on Fig. 1, A). An increment of surplus may 
then be guaranteed to lie between the ante-variation and the post- 
variation, and thus to be subject to their limits."* But the size of the 
increment will depend on the base situation selected. On our dia- 
grams, for example, it will be greater on a base of p = p, than ona 
base of p = @, 

‘© Note that the marginal-surplus curve, by definition, cannot fall below the de- 
mand curve throughout its length. The two curves must coincide where consump- 


tion of oranges is zero; and, as the price falls, oranges must necessarily become at 
last a neutral—if not an inferior—good. 

*7 See Marshall, op. cit., p. 841. Note that under Marshall’s definition the sur- 
plus is not infinite but it is the excess of the amount of money at the consumer’s 
disposal over that which he actually pays. 

*8In the limit if the variations are very small, ante-variation, post-variation, 
and surplus increment coincide. For discrete variations, however, the difference 
arises because the discrete surplus increment is the sum of the infinite surplus 
increments which does not hold for the ante-variation or post-variation. 
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If the base chosen for measuring surplus is not identical with either 
p: or 2, the increment of surplus may be larger or smaller than either 
ante- or post-variation. In the diagrams, for instance, points E, and 
H (Fig. 1, B) come so near coinciding that the post-variation plainly 
exceeds rectangle kpzk’ (Fig. 1, A), and the ante-variation is greater 
still. But the increment of surplus is less than kpzk’ by area spa plus 
area ¢p’g minus area atz."® 

The consumer’s surplus is of interest to economists chiefly as a clue 
to issues of policy, on the assumption that adaptation of production 
to consumer preferences is desired. We have seen enough to indicate 
that the Marshallian measure is not an adequate guide. In short, 
mere knowledge of the demand curves for all commodities is not suffi- 
cient to serve as base for such presumptions as Pigou has attempted 
to establish in Economics of Welfare. 

Complete arrays of indifference curves, of course, could be neither 
obtained nor manipulated. “‘Average”’ indifference curves for groups 
of consumers are neither obtainable nor (unless in fantastic special 
cases) meaningful. It might appear, therefore, that knowledge of de- 
mand could never be adequate for welfare economics. 

The procedure of this paper, however, offers a middle course. From 
budget data, such as are more and more coming into use for demand 
analyses, we can infer income elasticities of demand with even more 
confidence than we can price elasticities. We can thus determine 
whether goods are markedly superior, markedly inferior, or approxi- 
mately neutral. Combining this knowledge with our demand-curve 
findings, we are then in a position to estimate the direction and ap- 
proximate size of the error involved in the Marshallian measure, with- 
out even assuming cardinal measurability of satisfaction—let alone ac- 
tually measuring it. 

19 Obviously the relation an/pn which determines the relation between the cor- 
rected consumer’s surplus and the area under the demand curve does not depend 
on whether R is rising or falling or horizontal, i.e., whether D-f(D) is decreasing or 
increasing or constant. It depends on the relation between the slope of the indiffer- 
ence curve J, and the indifference curves at R. We must, therefore, reject as 
erroneous the correction which Marshall himself proposed for his measure: ‘‘If, for 
any reason, it be desirable to take account of the influence which his expenditure 
on tea exerts on the value of money to him, it is only necessary to multiply f(x) 
within the integral given above by that function of xf(x) (i.e., of the amount which 
he has already spent on tea) which represents the marginal utility to him of money 
when his stock of it has been diminished by that amount” (Marshall, of. cit., p. 842). 
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The Flow of Business Funds and Consumer Purchasing Power. By RUTH 
P. Mack. New York: Columbia University Press, 1941. Pp. xvii+ 
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The leitmotiv of this volume is the exploration of variations of con- 
sumer purchasing-power relatively to current output of consumer 
goods. Although most studies of this and the closely related savings- 
investment problem have dealt theoretically with aggregate functions 
and statistically with totals, Mrs. Mack begins with individual busi- 
nesses “‘on a behavioristic level’ and from this foundation proceeds to 
the macrocosmic view. Just as in value theory, where emphasis seems 
to be shifting backward from the Marshallian “industry” to the“ firm”’ 
of Chamberlin, Robinson, and Triffin, so also in business-cycle theory—: 
partly no doubt because of the new theoretical “pay-dirt” thrown up 
by S.E.C. and T.N.E.C. hearings and investigations—we move closer 
to ultimate sources of business policy and producers’ choices. Availing 
herself of this material, of the available “industry studies,” of the rele- 
vant trade journal and technical literature, and of extensive interviews 
with industrialists, the author describes and measures the flow of 
money through four major segments of the economy—the consumer, 
“government,” financial, and industrial markets. In her analysis it is 
the behavior of ‘‘net retained income”’ of business units which proves 
crucial for the adequacy of consumer purchasing-power. 

The detailed study of the finances of the fifty-four companies chosen 
as a sample ranges over the subjects of depreciation, operating re- 
serves, profits, retained income, balance-sheet changes, determination 
of depreciation, and the purchase of industrial equipment. The author 
would be the last to claim novelty for many of her findings, though it is 
a novelty to find carefully elaborated quantitative measurement of 
some commonly known variables. Thus the relative stability of depre- 
ciation charges in comparison to plant additions is found to result in 
ratios of the latter to the former, running from as low as 45.8 in 1933 to 
184.5 in 1937. Similar ratio series reveal also that, because of the tradi- 
tional conservatism of business accounts, operating reserves ordinarily 
result in a net retention of income (chap. iii). When profits increase, 
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disbursements do not increase so rapidly; most companies did not dis- 
burse all their earnings over the years 1934-37 (chap. iv). Between 
1932 and 1935 the ratio of expenditures to retained income was low, 
with ratios over 100 in 1937 and 1938 (chap. v). Mrs. Mack finds that 
in the years 1933, 1934, 1936, and 1937 the financial balance-sheet 
items provided the funds for operating deficiencies, whereas in 1932, 
1935, and 1938 the financial items absorbed funds (chap. vi). Depre- 
ciation, at least on the arbitrary basis of a year, she believes next to 
impossible to estimate; and businessmen typically hedge against the 
uncertainty of a dynamic society by conservatism in depreciation ac- 
counting (chap. vii). Findings such as these examples indicate, though 
they are far from exhausting, the yield of these chapters. 

The longest and perhaps the most interesting chapter (viii) is de- 
voted to the purchase of industrial equipment—the reasons why such 
purchases are made or, equally important, why they are not made. 
Physical decrepitude, except in the few industries where obsolescence 
plays a minor role, accounts for a relatively small amount of equipment 
purchases; cost reduction, potential increases of sales, improvement in 
the product, removing bottlenecks, style changes, and general expan- 
sion are particularly significant factors. That the prospects of profit- 
able sales in all events dominates the scene appears clearly from the 
requirement on the part of most of the firms interrogated on the subject 
that new equipment pay for itself in three, or at most in six or eight, 
years. In comparison, the interest rate weighed lightly. Labor costs 
are much more crucial; and, although retained income was the typical 
source of equipment purchases, they were occasionally conditioned by 
the availability (rather than the cost) of money-market resources. The 
author explores the question as to whether the production of capital 
goods results from or causes increased sales of consumer goods, to 
which the answer “ would hinge on whether the purchase of equipment 
or plant had been made on the basis of present or anticipated demand”’ 
(p. 276). Since 1933 (p. 281) or perhaps earlier (pp. 303, 335), the re- 
tardation of population growth has increased business risks and has 
made entrepreneurs unwilling to anticipate sales increases; but in 
earlier epochs the reverse was probably true. 

A final chapter summarizes the theoretical position and results of the 
book and draws some conclusions as to policy. Saving is (probably 
quite safely) “‘assumed” to vary with consumer-money income; but 
there is little or no positive correlation of producer expenditure for 
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capital equipment and producer income. This constellation, together 
with unwillingness of producers to reduce prices in time of reduced 
aggregate demand, sets the stage for periods when consumer income 
does not suffice to purchase output. Cyclically these periods seem to 
result from “‘laws of the physical nature of the economic system as a 
whole” (p. 352) and “the nature of the concept of retained business in- 
come and the structure of business costs” (p. 354). “There seems to be 
no point in the process of ebb and flow at which one would expect to 
find an equilibrium situation that would tend, except for the aberra- 
tion of external influences, to perpetuate itself’ (p. 357). Mrs. Mack is 
also somewhat fatalistic, though cheery, about declining growth rates 
secularly. The spirit of Keynes and Hansen broods over her, but she 
cautions us that a mature or adult economy need not carry “the 
biological connotation of eventual death.”’ And besides, human prog- 
ress is not confined merely to “bigger and better goods and services.”’ 

In conclusion, the author draws together the lines of argument to 
show that cyclical variations might be mitigated by measures to secure 
price elasticity and to relate retained income to expenditure. To the 
first end she suggests that, for purposes of tax calculations, business be 
permitted to deduct larger cost accruals for depreciation, “essential 
supervisory labor, rent, maintenance, and even advertising” in good 
years than in bad ones (pp. 372-74). For the second objective she ad- 
vocates the replacement of taxes on profits and income by a tax on net 
retained income (pp. 376-77). Government spending would in addition 
play its roles of supplementing, compensating, and inducing private 
expenditure. 

Monetary theorists might be disposed to balk at the disdain of the 
author concerning the concept and significance of the “quantity of 
money” (p. 344, n. 11). But Mrs. Mack errs, I believe, in imagining 
that monetary theorists have frequently envisaged business decisions 
concerning plant, receivables, inventories, etc., as resulting from bank 
borrowing, security issues, and the like (pp. 15, 16, 308, 324). What she 
may legitimately complain of is the exaggeration of the role of interest 
rates in an economy of rapid technological change. 


Howarp §S. EL.is 


University of California 
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Corporate Size and Earning Power. By WiLL1AM LEONARD Crom. 
(“Harvard Studies in Monopoly and Competition.””) Cambridge: 
Harvard University Press, 1939. Pp. xi+418. $4.00. 


“To what extent is corporate earning power related to the size of 
corporate enterprise?”’ This is the basic question which Mr. Crum at- 
tempts to answer. The data on which the analysis is based (Statistics 
of Income) relate in general to corporations as entities without reference 
to their functional relationships or ties with one another. Profits are 
taken to mean the earnings to which the owners have a legal claim, 
i.e., earnings after the payment of fixed charges and taxes on corporate 
profits. Rate of profit is the ratio of such earnings to the book value of 
the owner’s (stockholder’s) equity. The size of corporations is meas- 
ured by the total book value of their assets. 

The analysis proceeds by studying the relationship between corpo- 
rate size and profit rate for all corporations combined, then for manu- 
facturing corporations, then for the several subdivisions of manufac- 
turing corporations, and finally for each of the major industrial divi- 
sions other than manufacturing. 

The general conclusions are stated by Mr. Crum as follows: 

We may take it as strongly indicated though not fully established that, in 
all branches of industry large enough to show wide size distribution, (1) rate 
of return increases with size unmistakably in the low and moderately large 
size classes; (2) the advance in rate may continue in all size classes, or may 
disappear or even be replaced by a moderate reduction in the high size 
classes; (3) even in cases for which rate declines in the highest size classes, 
rates for those classes remain emphatically above those for the lowest class 
[p. 230]. 

One of the aspects of the analysis which requires careful reflection 
and explanation is the almost complete reversal of the general con- 
clusions when corporations reporting net incomes are studied sepa- 
rately from those reporting no net income or deficits. The profit ratios 
for corporations with net incomes do not increase with size but in gen- 
eral decline with increase in size. 

The separate analysis of all corporations combined and then of each 
industrial division was intended to answer, partially at least, the pos- 
sible criticism that the advance of profit rates with size was the result 
of differences in the earning power of the industrial division. Since the 
same general behavior of advance of profit rates with size was found 
for the several industrial divisions, Mr. Crum finds it reasonable to 
conclude that the correlation is not accounted for to any considerable 
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degree by this factor. He also analyzes the possibility that differences 
in inventory profits, debt, and special income accounts (compensation 
of officers, capital gains and losses, etc.) might have influenced the find- 
ings. He concludes that none of these factors accounts for the finding 
of positive association between advance of profit ratios and increase 
in corporate size. 

Recognizing that some analysis of the differences in profit ratios 
within given size classes is necessary to support the significance of the 
average rates for each size class, Mr. Crum includes a chapter discuss- 
ing the data from this point of view. Because of limitations in the 
data, this chapter is not very convincing or complete, but Mr. Crum 
reaches the tentative conclusion that while the variability of earnings 
ratios is greater within the lower size classes than within the higher, 
there are central points in most of the classes, except the largest, of 
which his averages are representative. 

In broad outline and neglecting certain observations concerning 
cyclical behavior or industrial differences, the above-stated conclusions 
are Mr. Crum’s answer to the question he posed. Space here has not 
permitted all the expression of caution found in the book, but I believe, 
in essence, the conclusions are summarized accurately. The book is 
definitely a model for clarity of expression and organization. The argu- 
ment is never confused. The tables are well constructed and, rather 
than hindering reading, as is often the case, they facilitate it. 

Mr. Crum recognizes clearly that the question he is answering is 
not the economist’s question concerning the relationship between earn- 
ing power and scale of operation, since he is using a special measure of 
earning power and relating it to the corporate rather than the techno- 
logical unit of production. He also states clearly that the economist’s 
question is important, but that data do not exist in such form as to 
establish any basis of proper inferences. 

A clear answer to a definite question of fact, however, must be care- 
fully considered before its significance can be determined. Mr. Crum 
remarks that his findings are significant mainly from the investment 
point of view (p. 5). Nevertheless, he cautions against the use of the 
finding as evidence of monopoly. I think we can agree on these points, 
but what does explain the association? Certainly the mere fact that an 
association exists between size of corporation and size of profit ratio 
needs some explanation! It may be useful knowledge to the prospec- 
tive investor, but without more integrated and rationally associated 
knowledge it can only serve as a very restricted practical guide. 
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Even as a practical guide it has many shortcomings. The investor 
is interested in profits, but not much help is offered to him by the iso- 
lated fact that large corporations have on the average higher earning 
rates than small corporations. If he selected the right small corpora- 
tions, the information also tells him that earning rates would be even 
higher than those for the large corporations. If he selected the wrong 
large corporations, earnings might be less than for many small cor- 
porations. 

The real question, however, is the economic significance of the find- 
ings. Until some more detailed analysis is possible, I believe the find- 
ings do not permit valid economic generalizations. What is needed is 
more complete knowledge about numerous factors connected with each 
of the several corporations studied en masse. This requires complete 
frequency distributions of numbers of corporations by earning rates 
for different size classes and associated information about their age, 
type of management, monopolistic position, etc. Only from such in- 
formation and its complete analysis can we hope to give meaning to 
any association between two factors when such association is hard to 
account for on the basis of rational considerations. 

I find it necessary to question Mr. Crum’s conclusion that earning 
ratio distributions are near enough to symmetrical distributions so that 
weighted averages are representative. My own study’ of a large number 
of distributions of both number of concerns by profit ratios and percent- 
age of total assets by profit ratios, indicated significant positive skew- 
ness, even though most of the distributions were more peaked than nor- 
mal distributions. If this is true for distributions without reference to 
size, I think it would also be true, as I found in some few instances, if 
the distributions could be broken down by size classes. In fact, as Mr. 
Crum also finds, variability within the small size classes is much greater 
than variability in the large size classes. It might even be true that the 
sign of the skewness might be different for the different size classes of 
corporations. 

These comments are not made as criticisms of what Mr. Crum has 
done, but are intended to direct attention to the work that still remains 
and to indicate that the data now available do not permit the type of 
analysis which is necessary. I am rather surprised, however, that there 
are no references in Corporate Size and Earning Power to other studies 
concerned with the same problem. The information developed by Pro- 


* Raymond T. Bowman, A Statistical Study of Profits (Philadelphia, 1934). 
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fessor Epstein and provided in the form of A Source Book of Industrial 
Profits gives some basis for judging as to the characteristics of fre- 
quency distributions, although this information is not mentioned. 


Raymonp T. BowMAN 


Wharton School of Finance and Commerce 
University of Pennsylvania 


Barriers to World Trade: A Study of Recent Commercial Policy. By 
MarGareET S. Gorpon. New York: Macmillan Co., 1941. Pp. xii+ 
530. $4.00. 


In the newer books on international trade the elaborate arguments 
for and against protection, which used to receive so much attention, no 
longer find any place. The ideal of free trade, i.e., of the exchange of 
goods between countries unrestricted except by revenue duties, has 
gone to the limbo where hover the shades of laissez faire and rugged 
individualism. Government control of the external economic relations 
of the nation-state is accepted as a fact by modern writers, who restrict 
their discussions in large part to the means by which control shall be 
exercised. In this new literature of trade, Miss Gordon’s book deserves 
honorable mention. 

The author’s aim is to trace the trends in commercial policy all over 
the world in the years from 1931 until the outbreak of the: second 
World War, “with particular emphasis on the technique of the newer 
methods of trade control.” She does not attempt to measure statis- 
tically the effects of these controls. 

The book promises to be useful for two widely separate purposes. It 
might serve (although the author appears not to have had this purpose 
in view) as a handbook for the conduct of economic warfare. Should 
the conduct of our defense program and our policy of opposing aggres- 
sors lead to extensive import and export control with bilateral agree- 
ments, our administrators might profit from Miss Gordon’s description 
of the use of these devices in foreign countries. The book is also well 
adapted for college use because of its lucid exposition of intricate ar- 
rangements, such as clearing and payments agreements, and its com- 
prehensive scope. The three principal divisions of the subject—‘ The 
Control of International Payments,” “The Control of International 
Movement of Goods,” and “International Commercial Bargaining” — 
are given approximately equal space. In addition, there are two intro- 
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ductory historical chapters and a chapter of conclusions, as well as an 
extensive bibliography. However, the author gives practically no at- 
tention to the wide variety of controls usually known as administrative 
or indirect protection, such as sanitary controls, public health meas- 
ures, protection against dumping and unfair competition. 

Although Miss Gordon’s concern is principally with the technique of 
control, she has not failed to point out significant implications. She 
comments, for example, on the tendency of the systems of import 
quotas to concentrate the importing business in the hands of a few 
well-established firms and to discourage the entrance of newcomers; 
also, on the connection between import quotas and the functioning of 
international cartels and on the wide ramifying secondary effects of 
linked utilization schemes. 

The author looks forward to no restoration of free trade when inter- 
national political security shall again have been re-established. Inter- 
national trade controls are not merely responses to exaggerated na- 
tionalism or to selfish interests of pressure groups. They are the neces- 
sary counterparts of the extension of government control into many 
aspects of domestic business. 

Regulation of prices, wages, working conditions, rents, and other elements 
in the domestic economic structure tends to interfere with the competitive 
position of a nation’s industries in international trade and to lead to a de- 
mand for protection or subsidization from producers who find their competi- 
tive power weakened. The trend toward regulation, moreover, by introduc- 
ing rigidities into the price structure, renders it more difficult for a nation to 
adhere to an international monetary system. The greater the emphasis on 
internal price stability, whether for individual industries or for the nation as 
a whole, the greater the likelihood that governmental intervention in inter- 
national trade will take the form of quantitative restrictions rather than 
tariffs. 


Recognizing that the trend toward government control of domestic 
trade may continue “until integrated planning of the entire economic 
system is achieved,” the author points out that the present attitude of 
restrictionism in international trade policy will persist unless socialists 
and economic planners can be educated. They need to understand how 
much their ideal of maximizing the national income depends on taking 
the utmost advantage of an international division of labor. The trend 
toward the establishment of governmental monopolies in import and 
export trade may make increasingly ineffective the pledge of most- 
favored-nation treatment and strengthen the tendency toward bilateral 
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trade-balancing. In the face of these trends, the possibility of reviving 
international economic relations appears to depend on the establish- 
ment of an effective international political organization. With this view 


the reviewer is heartily in accord. 
Percy W. BIDWELL 


Council on Foreign Relations 
New York City 


Population and Peace: A Survey of International Opinion on Claims 
for Relief from Population Pressure. By FERGUS CHALMERS WRIGHT. 
Paris: International Institute of Intellectual Co-operation, League 
of Nations; New York: Columbia University Press, 1939. Pp. xvi+ 
373- $2.00. 


The content of this book is accurately indicated by its subtitle. It 
is one of the volumes reporting the session of the International Studies 
Conference held at Paris in July, 1937. The subject under discussion 
was ‘“‘Peaceful Change.” It was divided into four sections—‘‘Colonies,” 
“Raw Materials,” “‘Population,” and “Danubian Problems’’—the 
first three of which have been made the subject of separate reports. 

Dr. Chalmers Wright has undertaken an awkward and even 
thankless task, as may be judged from the Bibliography, which is one 
of the most useful parts of his volume. The procedures of the Inter- 
national Studies Conference are continuous. Dr. Wright uses first of 
all the discussions at preceding conferences on ‘‘Collective Security,” 
the documents prepared for the sessions on “Peaceful Change,” 
various progress reports and interim discussions, and finally the dis- 
cussions at the Paris meeting. The materials provided by the various 
co-operating bodies in many countries are of course uneven in quality, 
and conference discussions are not always as concise and pertinent as 
a recorder might wish. Dr. Wright has done an extremely patient, 
conscientious, and skilful job in sorting out the valuable ideas scat- 
tered through such a miscellaneous collection of papers and threading 
them, with a liberal use of direct quotation, into a consecutive argu- 
ment. In doing so he has not hesitated to make use of independent 
sources. Indeed, the most quoted document of all is Carr-Saunders’ 
well-known book on World Population. 

The result of all this painstaking analysis and synthetic reconstruc- 
tion is a much more readable and valuable book than might have been 
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anticipated. Dr. Wright has done his work not only with extreme 
care and patience but with much skill and insight. Students of popula- 
tion problems will find it a most useful survey both of current source 
material and also of current opinion, scientific and unscientific. 

The scope of the volume is very wide, covering the alleged but 
unformulated grievances of countries suffering from population pres- 
sure, an examination of the notion of overpopulation, the contradictory 
aspects of population policies in countries where grievances are pro- 
claimed, and remedies suggested for overpopulation. There are useful 
incidental summaries of such debatable topics as birth-control policies, 
past emigration, immigration restriction, and the absorption capacity 
of colonial areas, and a supplementary chapter on the population 
capacity of Australia. On none of these topics does Dr. Wright pretend 
to state final conclusions. Indeed, not the least value of his work is its 
reiterated emphasis on the vague and confused state of even authorita- 
tive opinion in the whole field of population. 

This note is struck at the beginning, where it is pointed out that 
none of the so-called “‘have-not” or “‘dissatisfied’’ countries has ever 
been willing to state a case for discussion. All have preferred to nourish 
rather vague grievances as a basis for policies of national mobilization. 
There have been “‘battles for numbers’’ as well as “battles for grain,” 
and a considerable amount of “demographic imperialism.” Events 
have shown that “peaceful change” was not taken seriously. A world- 
revolution was in the making, and its architects preferred to summon 
up the blood and stiffen the sinews of their own people by capitalizing 
such real economic difficulties as confronted them rather than to 
attempt by discussion and compromise any solution of those difficulties. 

This conclusion, of course, is not stated by Dr. Wright, who confines 
himself to a reporting job. It is no criticism of the skill with which his 
work has been done or of the methods of the International Studies 
Conference to recognize that in fact those powers which thought an 
opportunity had arisen to carve out new places in the sun have pre- 
ferred direct military and diplomatic methods to the fumbling and 
somewhat academic attempt at finding rational bases for discussion. 
This is perhaps inevitable at a time when a long-established economic 
system and the balance of power based upon it show signs of crumbling. 
The powers in possession do not show enthusiasm for a redistribution 
of territory and resources. The powers who desire possession prefer to 
rely upon their own strength, and part of that strength lies in the 
sense of grievance. 
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As a scheme of practical politics, Dr. Wright’s report reveals 
“Peaceful Change” to have been abortive. The materials surveyed 
and the ideas analyzed remain valuable, and Dr. Wright’s work will 
certainly prove useful to all students of population questions. 


J. B. ConpLirre 
University of California 


Zur Theorie des internationalen Handels: Ein kritischer Beitrag. By 
Hrrost Krramura. (“Staatswissenschaftliche Studien,” No. 7.) 
Weinfelden: Neuenschwander’sche Verlagsbuchhandlung AG., 1941. 
Pp. 269. Swiss Fr. 17.50. 


In his book, which deals with the main problems of the theory of 
international trade from the standpoint of general equilibrium theory, 
Mr. Kitamura starts with a reconsideration of the doctrine of com- 
parative costs. He is particularly interested to show, first, that the 
comparative cost doctrine fits into the general equilibrium theory, and, 
second, that only from a real cost interpretation can conclusions on the 
benefit from international trade be derived. The author follows closely 
Professor Viner in his critique of the opportunity cost approach. But 
since Mr. Kitamura does not find it necessary to define ‘‘real cost,” 
this reviewer suspects that the particular concept is not really neces- 
sary to reach the desired conclusions. Moreover, Mr. Samuelson has 
recently shown that statements about the gains from trade may be 
made without recourse either to real or to opportunity cost; and Mr. 
Kitamura himself interprets the opportunity cost concept as a variant 
of real cost. 

In the course of a critical review of Mill’s doctrine of international 
values Kitamura properly insists on the importance of internal as well 
as external equilibrium. This discussion is followed by a consideration 
of the mechanism of adjustment of the balance of payments and of the 
determination of the exchange rate. In the process of criticizing the 
simplest statement of the purchasing-power parity theory the author 
arrives at a formulation which does not substantially deviate from 
that of Pigou, to whom due credit is given. 

Mr. Kitamura’s discussion of the transfer mechanism could easily 
be translated into the language of Keynes’s famous chapter xxi of the 
Treatise. As far as the process of adjustment itself is concerned, Mr. 
Kitamura is possibly somewhat too rigid in his interpretation of Ohlin. 
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He points out, however, that this problem cannot be discussed by 
purely static methods and indicates that, depending on the phase of 
the business cycle, a disequilibrium in the balance of payments may 
set forces into motion which throw the system even further away from 
equilibrium. It is regrettable that the whole discussion of the foreign- 
trade multiplier evidently was not accessible to the author. 

In the last part of his book Kitamura examines first the question of 
the gain from international trade, where his discussion is clearly in- 
fluenced by the expositions of Professor Viner. The double factoral 
terms of trade appear to him the most acceptable measure of the gain 
from trade. As to Kitamura’s critique of the postulates of free trade, 
this reviewer would like to mention: (1) The assertion that internation- 
al trade tends to accentuate international welfare differences does not 
seem to be sufficiently proven. (2) It seems to this reviewer no valid 
criticism of the classical approach to say that it was interested only in 
the absolute size of the national income but not in its distribution. 
Apart from the question of such a neglect, Professor Viner and Mr. 
Samuelson have shown that there are ways of redistributing national 
income which presumably would not diminish the size of the cake to 
be distributed or would at least do so less than the interference with 
international trade is apt to do. (3) Mr. Samuelson has shown (A meri- 
can Economic Review, 1938) that deviation from free trade will be ad- 


vantageous to a single country if the interference leads to relatively 
(though not absolutely) increased imports due to improved terms of 
trade. But this is exactly the opposite of the protectionist wishes. 


WoLFGANG F. STOLPER 


Harvard University 


Dollars in Latin America: An Old Problem in a New Setting. By WILLY 
FEUVERLEIN and E.izABETH HANNAN. New York: Council on 
Foreign Relations, Inc., 1941. Pp. vii+102. $1.50. 


“With this monograph,” says the editor, Dr. Bidwell, “the Council 
on Foreign Relations inaugurates a new series of publications which 
will be known as Studies in American Foreign Relations.”’ 

The authors, formerly associated with the Council, present the 
problem of American investments in Latin America in the setting of 
the larger problem of national defense and in the light of discussions, 
by a study group of the Council, of the relation of recent economic 
and social changes in various parts of the world to defaults on foreign 
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loans and expropriation of direct investments of aliens. In the com- 
pactness of their presentation of pertinent facts and in the soundness of 
their analysis of the significance of these facts they set a high standard 
for the series. 

They frankly recognize the political difficulty of protecting the in- 
terests of American investors in Latin-American bonds and business 
enterprises without alienating the sympathies of sovereign states whose 
co-operation is necessary for both the economic and the military de- 
fense of this hemisphere. They make due allowance for the “‘decoloni- 
zation” movement and other manifestations of nationalism in the 
Latin-American countries which have failed to maintain their foreign- 
debt securities and resorted to measures but little, if at all, short of 
confiscation of foreign properties. They note concisely the present 
situation with respect to defaults on Latin-American dollar bonds, of 
which $1,039,600,000, principal amount, are held in the United States, 
with 77.1 per cent in total default (p. 15), and they recount with pre- 
cision the effect of measures such as exchange control (p. 62), labor 
legislation (p. 65), and the nationalization of jobs (p. 68) on the direct 
investments of American citizens in Latin-American countries. They 
believe, however, that existing defaults on dollar bonds could be 
remedied either (1) by separate settlements scaling down interest pay- 
ments or even crediting all payments to principal, at least temporarily, 
or (2) by the acceptance of payment in Latin-American currencies 
under a plan for increasing the dollar value of those currencies by a 
free-exchange system under the auspices of the Inter-American Bank 
(p. 80). The security of our existing and future direct investments may, 
in their opinion, be assured by a policy in harmony with the desires of 
the Latin-American republics “to scale down inequalities within their 
own societies, to improve and diversify agricultural production, to 
promote manufacture, and to improve communication facilities” (p. 
95). In this connection they point hopefully (pp. 90-94) to the hemi- 
spheric co-operation already afforded through the Export-Import 
Bank, the plan of action envisaged for the Inter-American Bank, and 
the possibility of separate cartels for the marketing of coffee, sugar, 
cotton, and other commodities. If they were writing today, they would 
of course add a reference to the activities of the Committee for the 
Coordination of Commercial and Cultural Relations of the Americas. 

The reader may fail to be convinced of the practicability of the 
program outlined by the authors, but he can hardly reject their con- 
clusion (p. 95) that efforts directed solely to maintaining the status quo 
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and patching the surface of our relations with “political loans’’ will not 
serve the essential object of establishing mutual co-operation among 


the nations of this hemisphere. 
EDGAR TURLINGTON 


Washington, D.C. 


Employment, Wages and International Trade. By INTERNATIONAL 
Lasour OrFicE, LEAGUE oF Nations. London: P. S. King & Son, 
Ltd.; Washington: International Labour Office, 1940. Pp. 107. 
$0.75. 

This short study, the work of Dr. Robert W. Carr, is the result of a 
request of the governing body of the International Labour Office for 
an investigation of changes in foreign trade with a view to relating 
such changes to changes in incomes of workers. In the report the 
influences of capital movements and induced changes in prices and in 
production are also investigated. 

The general conclusion of the study is that the “‘best defense against 
economic depression lies in greater economic cooperation among 
nations” (p. 79). This conclusion is reinforced by careful analysis 
showing the very great importance in periods of prosperity of that 
economic action, e.g., enlarging imports, which is favorable to a con- 
stant enlargement in the volume of world-trade. In this way, it is 
shown, an ensuing period of depression will be substantially less severe 
than if such action had not been taken in the period prior thereto. 
The assumption here, of course, is that of full employment. The de- 
tailed analysis, especially on the effects of trade restrictions, elaborates 
this general conclusion by taking into account debtor and creditor 
positions and the influences of different intensities of industrial pro- 
duction and raw-material production. 

The question of desirable policy for enlarging labor income in a 
period characterized by unemployment is not considered in detail. 
Consequently, the application of the recommended policies presum- 
ably requires a period of recovery; whether or not they are appropriate 
and sufficient in a period of unemployment is not considered. Pending 
recovery, the reviewer hopes the study may be followed by an equally 
satisfactory report as to what may be done from the starting position 


of rather general unemployment. 
A. R. UPGREN 


New York City. 
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Applicants for Work Relief: A Study of Massachusetts Families under 
the FERA and WPA. By E.izaseta W. Gitpoy. Cambridge: 
Harvard University Press, 1940. Pp. xviii+273. $3.00. 


From its inception, the W.P.A. has been one of the most contro- 
versial of New Deal innovations. At this writing it constitutes one of 
the few issues on which there is a clean-cut difference between the two 
major political parties as reflected in their national platforms. 

Discussion of this subject has usually proceeded “in an atmosphere 
of emotionalism and politics.” Quite a few impartial studies have been 
undertaken, and a large volume of factual information is available; but, 
thus far, it seems to have been entirely lost upon the public. 

Miss Gilboy’s book is in many respects the most significant study 
of this subject to date. Its strength lies in its unquestioned impartiality 
and the corroboration it affords to the conclusions reached in previous 
studies. 

The main part of this book is an analysis of the data available in 
the offices of the Massachusetts Emergency Relief Administration and 
its successor, the Massachusetts W.P.A., regarding 2,180 men who 
were on work relief in 1935 and still on W.P.A. rolls in 1937 and 408 
others who were separated from these rolls after 1935. These cases 
were selected at random from 20 towns and villages included in the 
Cambridge district of the W.P.A., which were believed to be typical 
of varying economic conditions in Massachusetts. This study was 
made under the auspices of the Harvard University Committee on 
Research in the Social Sciences, and the author is the secretary of this 
committee. 

Supplementing the original data is an excellent summary of all prior 
reports which shed light upon the people who are on W.P.A. and the 
reasons for their being on relief. This is altogether the best account of 
the available information on this subject—like the rest of the book, 
dispassionately but clearly presented. 

The main facts disclosed in the study of the records of the Massa- 
chusetts W.P.A. workers are these: Few of them were “‘initially 
chronic relief cases.’’ On the contrary, most of them were people who 
prior to the depression were ‘“‘hard-working factory workers or skilled 
artisans, living an average existence, able to save a little, perhaps, or 
own their homes, but without sufficient margin to withstand the 
exigencies of unemployment.” Typically, they did not get on relief 
until they had already gone heavily into debt, although one-fifth 
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of the number held on to their homes and one-third had some in- 
surance, usually an industrial policy. While on work relief their 
average income was $13.50 per week, nearly one-fourth of which 
amount came from private employment, boarders and lodgers, and 
miscellaneous sources. ‘‘All rumors to the contrary notwithstanding, 
none of these relief cases, chiselers or otherwise, were living in sinful 
luxury on the relief granted them”’; in fact, their total income was, 
on the average, $4.00 per week below the standard Massachusetts 
Emergency Relief Administration budget for the size of families to 
which they belonged, and as a rule they got further into debt while 
on work relief. 

The majority of those who were on work relief for three years or 
more still want private jobs “and will take them if they can get them,” 
but “there appears to be no basis for optimism concerning their 
ability to get them.” The W.P.A. rolls include a disproportionately 
large number of older men and of youths who never have worked. 
These workers, particularly the older men, are becoming steadily less 
employable and are further handicapped by the prejudice of em- 
ployers against people who are on the W.P.A. The 408 workers studied 
who left the W.P.A. after 1935—one-third of whom got private em- 
ployment—averaged distinctly younger, had secured both more work 
and more credit while on relief, and had managed to hold on to 
more of their property; moreover, about half of those who leave the 
W.P.A. for private employment are returned to the rolls within the 
year because their jobs prove but seasonal or temporary. 

The conclusions drawn from these facts agree with those of prac- 
tically all other students of work relief. “We have a permanent relief 
problem whether we like it or not.’’ While further studies of the people 
on relief are desirable and would disclose differences in occupational 
patterns in accordance with regional differences in industry, the 
general facts revealed by all investigations are so nearly alike that the 
real question becomes one of adopting a policy best suited for the 
permanent problem which confronts this nation. Like all the studies 
but one which can lay any claim to having been conducted scientifi- 
cally, Miss Gilboy concludes that work relief is preferable to direct 
relief for the able-bodied unemployed, despite its higher costs, and 
that “it should be a federally controlled system, with cooperation 
from state and local authorities.” 

All this contradicts widely held popular impressions and views. 
On but few questions is there today a wider divergence between what 
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the public believes and the true facts as disclosed by all impartial 
investigations. This disparity between popular beliefs and facts is a 
result of the wide publicity given cases which are not typical and the 
distortion of the facts by self-seeking politicians. There no longer is 
any excuse for informed people to be misled by such misrepresentations. 


EpwIn E. WITTE 
University of Wisconsin 


Economics of Labor. By RicHarp A. Lester. New York: Macmillan 

Co., 1941. Pp. xv+ 913. $3.75. 

“Designed as a textbook for college courses in labor,” presumably 
courses in labor problems, this volume includes five major divisions. 
In Part I, Introduction, labor problems are described and defined by 
implication as the social and economic conflicts that arise as a result of 
the employer-employee relationship in modern private capitalism. In 
this section, also, extensive attention is given to the historical develop- 
ment of these conflicts. Part II, which consists of fifteen chapters, 
describes “‘labor’s economic problems.”’ It presents a rather extensive 
discussion of wage theory and a description of historic wage theories 
together with discussions of various types of economic insecurity, in- 
cluding unemployment, low earnings, dependent old age, and indus- 
trial accidents and illness. Part III is essentially a description of con- 
temporary collective bargaining, with chapters on union history, struc- 
ture, and policies, employers’ associations, union-management co-oper- 
ation, and governmental regulation of industrial relations. Part IV 
consists of six chapters devoted to collective bargaining in five major 
industrial divisions. It seeks to demonstrate the author’s conviction 
that the “industry provides the best unit or basis for the study of labor 
relations.”’ A final brief section presents the author’s conclusions with 
respect to economic and ethical principles inherent in modern in- 
dustrial relations. 

Several features of the book seem to this reviewer to deserve favor- 
able comment. The descriptive sections on union policies and prac- 
tices, on international labor relations, and on industry-wide collective 
bargaining are well done. The over-all organization of the materials, 
departing as it does from the all-too-common three-way division of 
workers’ approach, employers’ approach, and governmental approach, 
is also a desirable feature. The early introduction of wage theory is 
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effective, since it forms an essential basis for understanding all phases 
of labor economics. 

On the other hand, objection may reasonably be made to the failure 
to define labor problems except by implication and the tendency to 
shift about in implied definitions. Thus, in the introductory section, 
such problems are apparently regarded as social in nature, consisting 
of unrest and conflict arising out of the employer-employee relation- 
ship. In Part II emphasis shifts so that labor problems are labor’s 
problems, especially those of organized labor. There is reasonable ob- 
jection, too, to the internal organization of Part II, in which attention 
is directed to wage theory in scattered chapters, interrupted by dis- 
cussions of business-cycle theory and unemployment. Further, ques- 
tion must be raised as to the facts in such statements as those in which 
it is asserted that the seven thousand associations of employers reported 
in 1938 were formed primarily to deal with labor relations. Finally, 
the tendency to underrate the significance of labor mobility results in 
much questionable economic analysis. 

The distinctive feature of the book is the author’s uncritical accept- 
ance and application of numerous recent proposals for the modification 
of “orthodox” economic theory. It is his contention that the “‘tradi- 
tional economics attempted to find answers to labor’s economic prob- 
lems by adopting static assumptions and applying partial analysis 
based on the individual firm,” while what is needed is a “general or 
monetary analysis, based on changes or developments over a period 
of time.’’ References to the Keynesian viewpoint, to monetary theories 
of the trade cycle, to sequence analysis, to the significance of a mature 
economy, and to the importance of purchasing power are persistent 
and almost uniformly complimentary, while the concept of the perfect 
market is an “‘old-fashioned economists’ ideal.” On the basis of such 
assumptions, the author justifies the lump of labor theory, finds the 
demand for labor generally inelastic, and concludes that those who 
suggest wage-rate reduction as a means of expanding employment, 
either in general or in isolated groups, are applying an out-moded, 
economic strait-jacket type of analysis. There is, throughout the nine 
hundred pages, a consistent bias in favor of the minority represented 
by organized labor, a comprehensive disregard for the interests of the 
remainder of modern society, and a persistent argument for some sort 
of socialist economy. 
; DALE YODER 


University of Minnesota 
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Workers before and after Lenin. By MANyA Gorpon. New York: E. P. 
Dutton & Co., Inc., 1941. Pp. 524. $4.00. 


Manya Gordon (Mrs. Simeon Strunsky) has written a remarkably 
informative and deeply moving book which adds new luster to the 
enviable record of one of America’s distinguished literary families. Her 
very readable volume covers a much wider field than is suggested by its 
title, for in addition to an exhaustive discussion of the position of Rus- 
sian labor it deals with practically every aspect of the social and eco- 
nomic life in the former empire of the czars. She has not only marshaled 
a vast amount of factual material on the Soviet Union but has also 
provided her readers with a succinct and illuminating picture of the 
principal developments during the era preceding the Bolshevik coup 
d’état. The chapters on social legislation, trade-unions, wages, schools, 
farming, etc., in prerevolutionary Russia are by no means the least im- 
portant part of Miss Gordon’s admirable performance, since they sup- 
ply a factual background essential for a reasonable appraisal of Soviet 
achievements and failures, an information which is only too often con- 
spicuous by its absence even in the most ambitious and seemingly well- 
documented studies of the Soviet experiment. Miss Gordon displays 
complete familiarity with her complex and exacting subject, and her 
conclusions, which are highly unfavorable to the regime of Stalin, fol- 
low naturally from the impressive evidence produced. One may sug- 
gest by way of criticism that the author, while conscious of the inade- 
quacy of the statistical information with which she has to deal, occa- 
sionally yields to the temptation of drawing inferences which, perhaps, 
are more clear cut and definite than is warranted by the data on which 
they are based. 

Workers before and after Lenin is a great deal more than a mere in- 
vestigation of the economic and social policies of imperial Russia and 
the U.S.S.R. Miss Gordon, who was born in Russia, was formerly a 
member of the American Branch of the Russian Socialist Revolution- 
ary Party which championed the cause of Russian peasantry and 
fought czardom under the banner of “Land and Freedom.” She be- 
lieves, as Lenin did in 1905, that “‘ without political freedom all forms of 
workers’ representation will continue to be a fraud. The Proletariat 
will remain as heretofore in prison.”’ It is the betrayal of this principle 
by Moscow’s present dictator that makes her an uncompromising op- 
ponent of the Soviet regime. The vigorous and eloquent assertion of 
Miss Gordon’s faith in the redeeming virtues of political freedom gives 
her book its distinct character, that flavor of high and unconquerable 
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idealism which has made men and women sacrifice their lives in the 
struggle against autocracy for the emancipation of the masses. It is 
difficult not to pay homage to this magnificent and indomitable spirit 
even if one feels, as the reviewer does, that it leads Miss Gordon to 
overrate both the part of the labor movement in prerevolutionary Rus- 
sia and the devotion of the Russian masses to the ideal of political 
freedom. It would not be easy, for instance, to produce evidence in sup- 
port of her statement that Stalin’s Constitution of 1936 “‘is a tribute to 
the purpose and power of the people.”’ Contrary to the author’s views, 
the ideal of political democracy never had any wide following in Russia 
and has remained the treasured possession of a numerically insignifi- 
cant group of intellectuals and political leaders. This unhappy state of 
affairs, which is traceable to the peculiarities of Russia’s history, ex- 
plains the hold of both the autocracy and the communist dictatorship. 
If, as Miss Gordon maintains, “the fighting Slavs . . . . are the hope of 
democracy in Europe,” the outlook for the Old World is dreary indeed. 


MICHAEL T. FLORINSKY 
Columbia University 


Labor Policy under Democracy. By CLay PACKER MAticx. (“Univer- 
sity of Colorado Studies,” Ser. C: “Studies in the Social Sciences, ” 
Vol. I, No. 1.) Boulder: University of Colorado, 1939. Pp. 130. 
$1.00. 


Until quite recently most American employers and employees have 
assumed that their relations were their own concern. This attitude was 
satisfactory enough in a simple economy, but with the growth of large- 
scale enterprise and organization the public interest becomes increas- 
ingly important and all democratic states have created procedures and 
instruments for dealing with industrial disputes. These vary from the 
mildest sort of conciliation to compulsion, with the United States and 
Great Britain just over the conciliation line and Weimar Germany and 
Australasia well into the compulsory technique. In this monograph 
Professor Malick reviews the conciliation machinery of Great Britain, 
the labor laws of Germany, compulsory arbitration in Australasia, and 
the old and new labor legislation of the United States. He concludes 
with a defense of collective bargaining and suggestions for the improve- 
ment of the machinery for the settlement of disputes. 

The author points out that the survival of constitutional democracy 
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depends on our ability to adapt our old institutional patterns to new 
requirements. Labor relations is only one of a great number of fields 
national and international in which adaptation is going on. ‘““The New 
Deal,’’ he writes, ‘which is coming slowly to be accepted as the out- 
come of complicated economic forces rather than the pipe-dream of a 
few closet philosophers, has been a great educating force 

er or not it is sufficient is doubtful.” 

This is a valuable and thoughtful piece of work. Unfortunately it 
appears, like so much that is worth while, in a form that limits its in- 
fluence. Professor Malick should write a brief of his study and offer it 
to labor and employer groups for publication in their organs, or a com- 
mittee might be set up by the learned societies to promote the populari- 
zation of articles of similar worth. In this way democracy may be aided 
in its hard task and men of learning pay back a part of the reward that 
democracy has given them in freedom and acclaim. 

NorMAN J. WARE 
Wesleyan University 


De svenska privatanstillda: en sociologisk studie. By Fritz CRONER. 
Stockholm: Kooperativa Férbundets Bokférlag, 1939. Pp. 474. 
Kr. 12. 


This study of the salaried workers in Swedish private industry is a 
product of the Statistical Institute of the University of Lund. It aims 
to show the present (1936) economic position of the Swedish “‘salariet,”’ 
to describe its internal structure as a social class, and to reveal the 
nature of its evolution and relation to other classes in Swedish society. 
Although it presents a wealth of statistical data on annual earnings of 
different classes of salaried workers, it falls far short of realizing the 
other objectives set forth. 

The basic material used was obtained from voluntary replies to a 
four-page questionnaire (form reproduced pp. 20-23) distributed large- 
ly with the co-operation of a group of thirteen unions of white-collar 
workers. Of 38,000 schedules sent out, only 7,300 useful replies were 
obtained. As a rough estimate would place the total number of salaried 
workers in Swedish industry at about 225,000, it is clear that the study 
rests on a relatively small sample. The various tests to which the 
data are submitted will probably still leave the reader with some 
doubts as to the representative character of the material. These doubts 
will be particularly strong concerning the material dealing with the 
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course of salaries during the years before 1936, as replies covering this 
matter for early years were very meager indeed (see pp. 164-207). 

The bulk of the book (sec. 2, containing 244 pages) is concerned with 
a review of the annual earnings of the Swedish salaried workers as re- 
vealed by the questionnaire returns. Because of numerous skilfully 
prepared charts and tables much of the substance of this section is 
directly available to non-Swedish readers with very little effort at 
translation. The salary reports are classified on several different bases, 
including age, occupation, sex, industry, and size of employing estab- 
lishments. The effort is made also to trace salary movements, in some 
cases from as early as 1901, for these different reporting groups. An- 
other section reviews, with charts, the “career patterns’’ of forty-five 
individual salaried workers. 

The two concluding chapters deal with what the author calls the 
“salariet’s” peculiar (by inference) economic and social problem. 
Economically this is seen as the problem of “insecurity,” while its 
social aspect is the position of the “‘salariet” as an inarticulate “‘social 
minority.” 

The masses of detailed information on earnings, work periods, pen- 
sions, and nature of employment contracts will be extremely valuable 
to readers interested in the economic position of white-collar workers, 
but the volume does not furnish the reviewer with convincing proof of 
the conclusions set forth in either of these last two chapters. These 
conclusions may be correct, but the critical reader will probably de- 


mand further evidence. 
C. L. CHRISTENSON 


Indiana University 


The Consumer in Commercial Banking. By HENRIETTA COOPER JEN- 
NINGS. New York: Consumer Credit Institute of America, Inc., 
1939. Pp. xvii+158. 

This capably written volume was the successful manuscript in the 
book-length essay contest sponsored by the Consumer Credit Institute 
of America in 1937. Contest judges were Dr. Charles O. Hardy, the 
Brookings Institution, Dr. Ernest M. Patterson, University of Penn- 
sylvania, and Raymond Rodgers, New York University. Professor 
Jennings’ work is the first effort of any pretension to analyze the 
highly significant role which commercial banks have gradually come 
to play as agencies of consumer credit. Careful exploration of the 
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entire field of consumer credit has necessarily awaited the expensive 
collection of primary materials by institutional agencies capable of 
such large-scale efforts, and Dr. Jennings’ study antedates the period 
when these materials became available to individuals working in the 
field. Although she chose a particularly difficult assignment as far as 
materials were concerned, she has made effective use of the scattered 
and fragmentary data available in state banking-department reports, 
federal reports on the operations of the F.H.A., and such materials as 
have been compiled by the research activities of the American Banking 
Association. 

Professor Jennings traces briefly the development of personal 
lending as an important, legitimate [?], and, on the whole, profitable 
phase of the activities of commercial banks since 1924. The relation 
between the gradual and somewhat reluctant involvement of com- 
mercial banks in consumer financing and their already existing in- 
direct involvement, their mounting reserves, and the decline in com- 
mercial loans is pointed out. A somewhat more tentative view is 
taken of the social and institutional desirability of the increasing 
number of personal-loan departments in commercial banks than is 
justified, but Dr. Jennings had less data at her disposal on costs and 
returns than is available today. 

The tortuous problem of the legal status of consumer lending by 
commercial banks and the related (and equally tortuous) problem of 
customer charges are handled as adequately as the materials per- 
mitted. The reader draws the general conclusion that legislation lags 
behind social needs, with the slack taken up by flexible interpretation 
of existing statutes. Sensible efforts at legislation designed to permit 
banks to engage in consumer lending at rates insuring a profitable 
and safe return are being made in many states, while others already 
have some kind of enabling legislation. The lack of uniformity in 
legislation is accompanied by the same deplorable lack of standard 
usage in regard to customer charges which characterizes other agencies 
of consumer credit, with the possible exception of personal-finance 
companies. 

Professor Jennings devotes considerable space to the effect of Title 
I of the National Housing Act on the expansion of consumer loans by 
commercial banks. The express intention of Title I of the act was to 
“educate” bankers in the usefulness and desirability of lending money 
on “character credits and time payments” by means of insurance 
guaranties and legal safeguards. There is no doubt that the moderniza- 
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tion program gave a great impetus to the development of consumer 
lending by commercial banks. More space could well have been 
devoted to competitive interrelationships among agencies of con- 
sumer credit and the broad social questions involved in the demarca- 
tions of the market for consumer credit. 

The author’s conclusions imply that a valuable social service is ren- 
dered by commercial banks in lending small sums to consumers on 
the time-payment principle and that the activity is both of useful- 


ness and of profit to the banks. 
Rap A. YOuNG 


University of Pennsylvania 
and 
National Bureau of Economic Research 


Commercial Banks and Consumer Instalment Credit. By JoHN M. Cuap- 
MAN AND AssociaTEs. (‘‘Financial Research Program of the Nation- 
al Bureau of Economic Research Studies in Consumer Instalment Fi- 
nancing,”’ No. 3.) New York: National Bureau of Economic Re- 
search, Inc., 1940. Pp. xxiv+318. $3.00. 


This volume is the third in the series of the Financial Research Pro- 
gram dealing with consumer instalment financing. It presents a mass 
of newly assembled factual evidence dealing with the scale of banks’ 
“personal loans’’ and their legal status; the characteristics of their 
customers; collection experience and credit risks; costs to borrowers 
and income, expenses, and profits of lenders; commercial bank financ- 
ing of other instalment finance agencies; and competitive patterns in 
instalment finance. 

In view of the laborious questionnaire inquiries on which this study 
is based, it would be unfair to complain of the inevitable failure to cov- 
er the factual side of the problem exhaustively. But the usefulness of 
the materials is greatly reduced by inadequate presentation, interpre- 
tation, and orientation. To grasp many of the tables calls for laborious 
cross-reading of several pages of text; and some of the few explanatory 
comments offered (e.g., at the bottom of p. 115, referring to tables on 
pp. 120 ff.) are simply incorrect. Materials are presented much too un- 
critically. Thus, on page 168, the possibility that bankers may have 
simply misunderstood a question is not considered as a possible ex- 
planation of an apparent paradox; on pages 177-79, the fact that some 
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personal-loan departments did larger business in 1938 than in 1937 at 
lower total cost is taken to show “negative marginal costs’’ rather than 
to indicate pitfalls in estimating marginal costs from year-to-year 
changes. But the chief drawback of the book—apparently largely the 
product of the general plan of the instalment finance study—is the 
failure to consider the content, as distinct from the form, of the loans 
in question. We are given no clue to the extent to which instalment 
loans to individuals (the only ones considered in the study) replaced 
loans to individuals on other repayment plans. We are given very little 
indication of the position of bank and other debts in the borrower’s bal- 
ance sheet. This completely formal view of the problem certainly 
handicaps the reader in seeing what the study is really about and may 
prove to have rendered much of its fact-finding sterile. 
ALBERT GAILORD HART 
Iowa State College 


Government and the Investor. By EMANUEL STEIN. Pp. xv-+223. New 
York: Farrar & Rinehart, Inc., 1941. $1.00. 


This is one of a series of books under the general heading ‘‘American 
Government in Action.” It is very much a book for the layman, quite 
lacking in scholarly distinction. With so much restraint of judgment 
is it written that not until we reach the bottom of page 216 do we learn 
why the American government finally went into action on behalf of the 
investor in 1933. “‘Part of the answer lies in the personality of President 
Franklin D. Roosevelt,” who “was elected in 1932 on a promise to 
drive ‘the money changers from the temple,’” so Dr. Stein tells us. 

Chapter i deals with the corporation and its security-holders. It is, 
in substance, a conventional portrait of ‘‘a rather helpless individual,”’ 
the average stockholder. Chapter ii then describes, in simple terms, 
the securities markets. In chapter iii the Securities Act of 1933 (along 
with certain other laws) is discussed, and in chapter iv the Securities 
Exchange Act of 1934. These chapters are, for the most part, descrip- 
tive of the contents of those laws and of some of the regulations laid 
down under them by the S.E.C. There is a minimum of appraisal, 
favorable or otherwise. 

Chapter v concerns itself in the main with the Public Utility Holding 
Company Act of 1935 and why it was passed. Dr. Stein says that “‘in 
the provisions of the Holding Company Act we see distinct evidences of 
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a desire to restrict the growth of holding companies without, at the 
same time, flatly prohibiting them.” He is a bit skeptical of the net 
benefits from the death-sentence provisions of the Act. Chapter vi is 
about investment trusts, and investment companies, and the Wagner- 
Lea Act. Some of the shortcomings and malpractices of investment 
trusts are described. 

In the final summing-up of the whole book the author says: “It is 
reasonable to suppose that the acts will survive changes in political 
administration, though amendments will probably be passed as ex- 
perience in administration suggests the desirability of modifying the 
provisions of the acts.” This is a safe conclusion. One can only wish 
the author had let himself go, here and in many other parts of the 
book—a volume presumably concerned with government in action. 
There is here the tepid and placid clarity of drawn bath water; the 
vigorous, provocative stimulation of a cold shower we miss. 


F. E. RICHTER 
New York City 


Economics for Consumers. By LELAND J. Gorpon. Cincinnati: Ameri- 
can Book Co., 1939. Pp. x +638. $3.00. 


This book is, on the whole, well organized, rich in illustrative factual 
material, and well adapted for use as a text in a course in consumer 
problems. It is broad in scope, inclusive of the three major aspects of 
consumption study, i.e., consumer choice-making, family-income 
management, and consumer marketing. Professor Gordon is to be 
especially commended for his efforts to integrate this mass of material. 

It is just in the process of integrating, however, that his treatment 
is weakest. His economic analysis is full of overstatements and of the 
creation and tearing down of straw men. 

The main theme of Parts I and II is summarized by Professor 
Gordon as follows: “In Parts I and II, the theory of consumer control 
of the economic system has been examined. According to this view, 
consumers are supposed to guide production. To a large extent they 
fail to perform this function, and to the extent to which they do fulfill 
their part they do it badly” (p. 303). While this approach is very 
useful in unifying discussion and gearing the treatment of consumer 
problems to a broad analysis of the economic system, in developing it 
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Professor Gordon has allowed himself to fall into some unfortunate 
analytical errors and to omit some important closely related material. 

First, what of the important omissions? Instead of giving a “theory 
of consumer control,” Professor Gordon has outlined and discussed 
factors restricting consumer control. The positive “theory of con- 
sumer control” is asserted in an offhand manner and never clearly 
developed, in spite of the lists of assumptions in which it is imbedded. 
This inadequacy even has the curious effect of eliminating considered 
discussion of some of the restrictions on this control as expressed in 
monopolistic situations. The other important omission is the lack of 
consideration of many of the positive, along with the restrictive, 
factors influencing or determining consumer choices. Thus custom, 
fashion, etc., are given a lopsided, even though very interesting and 
unusually full, treatment. Trait and culture complexes are implicit 
in part of the material, but discussion of them is never developed. 

In the first chapters of Professor Gordon’s book there appear again 
and again the words “economic theory says that ” According to 
Professor Gordon, it would appear that economic theory says that in 
our society competition is “an effective regulator of price and defender 
of the consumer” (p. 7 and elsewhere). A few pages farther on he 
states that “economic theory assumes that when consumers enter the 
market and pay the prevailing prices for commodities offered for sale, 
these prices are a fairly accurate indication or measure of the subjective 
values placed on the commodities by consumers” (p. 15). Again, 
“According to the theory of prices there can be only one price at a 
given time in a given market for commodities of the same quality” 
(p. 294). These and other like propositions are summarized in the 
statement: “Economic theory holds that consumers are ‘economic 
men’ who unconsciously guide and control the economic system” 
(p. 17). He then proceeds through three hundred pages to show how 
false this position is. 

What will the student infer from all this? If he is unfamiliar with 
economic theory and with scientific method in the social sciences, he 
will probably receive the impression that economic theory says a lot 
of very silly things about our society as it is supposed to operate today, 
and he may even wonder why we haven’t established a lunatic asylum 
for economists. If he is informed with regard to economic theory and 
scientific method in the social sciences, none of this analytical material 
will be at the same time new to him and true. He will discover some 
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surprising reversions to nineteenth-century confusion on the subject 
of “value” and an amazing definition of “utility,” which appears to 
exclude the yielding of satisfaction in the form of social approval or 
prestige. For example, Professor Gordon states that “from the con- 
sumer point of view, waste results the moment any other test than 
utility determines the nature of things consumed. As soon as the 
conventional factor and the producers’ quest for profit supplant con- 
sumer utility as a guide to production, waste replaces economy and 
utility” (p. 55). 

In the light of these theoretical deficiencies appearing occasionally 
throughout the book, but in most aggravated form in the first three 
chapters, one wishes Professor Gordon had made less effort to integrate 
his material via the use of economic theory. The weak theoretical 
beginning prejudices readers against a book which is remarkably good 
on a descriptive level and exceptionally adequate in coverage of issues 
to be raised for class discussion. 

At the core of Professor Gordon’s errors in the use of theory is his 
failure to understand the function of “‘ideal types’’ as tools of analysis 
rather than as attempts to photograph reality. Weak scientific meth- 
odology is also responsible for his confused thinking concerning social 
goals. He uses the terms “‘illth,” “wealth,” and “‘nealth,” according 
to whether the goods referred to retard, promote, or are neutral, with 
respect to “human welfare” (see pp. 60, 66, 132, etc.). This classifica- 
tion recurs through Part II, but there is no statement as to what this 
“human welfare” may mean. Some specific attitudes appear in com- 
ments such as those which seem to classify beauty parlors as “‘nealth.” 
We do not ask Professor Gordon to define “human welfare,” but it 
seems reasonable to ask him to use so vague a concept more sparingly 
and with greater care. 

Finally it should be emphasized that the basis of organization of this 
book does not in fact fall with these criticisms of the theoretical 
analysis. The sequence of subjects flows logically from a discussion of 
factors influencing choice-making to a study of planned consuming 
and the technology of consumer-buying. Although it is not “eco- 
nomics for consumers,” still the contributions of Professor Gordon’s 


book far outweigh its faults. 
Mary JEAN BOWMAN 


Towa State College 
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A Social Approach to Economics. By Haroup A. LoGaN and Mark K. 
InMAN. Toronto: University of Toronto Press, 1939. Pp. xvi+659. 
$3.75. 

In order to prevent any misunderstanding with respect to the title it 
should be stated that this volume is a regular introductory text in eco- 
nomics. It is true that social considerations are stressed; but this em- 
phasis is not appreciably greater than is the case in various other texts. 

In general plan and organization the book follows conventional lines. 
The main topics are treated in the following order: consumption, pro- 
duction, price determination, distribution, money and banking, busi- 
ness cycles, economic insecurity, labor problems, and public finance. 
Little or no space is given to historical background, market organiza- 
tion, transportation, public utilities, or to socialism or other alternative 
types of economic organization. In the chapters dealing with the pric- 
ing process the cost factor is emphasized, and in common with other 
recent books considerable attention is given to monopolistic competi- 
tion. Here the authors have done well in presenting a clear statement 
of the theory without proceeding into refinements beyond the require- 
ments of an elementary text. 

It may be observed that this book attempts to furnish the answer to 
one of the problems met with in the teaching of economics in Canadian 
colleges and universities. Most of the texts used in these schools have 
been written in this country, and many instructors have felt that the 
students would develop a greater interest if the economic problems were 
presented in a Canadian setting. In the volume under review the dis- 
cussion is deliberately directed along lines of local interest, and definite 
preference is shown for illustrations and statistical material taken from 
the Canadian scene. It might seem that changing the focus of interest 
would be relatively easy, because of the marked similarity of economic 
problems in Canada and the United States. But there are many im- 
portant mutual influences and relationships, and in spite of its having 
been “‘Canadianized” the book is well supplied with facts and illus- 
trations drawn from this side of the international boundary. 

One feature of the book invites criticism. Much of the discussion of 
domestic economic problems suggests too complacent an assumption of 
freedom and spontaneity in the operation of economic forces. While 
the part played by the state is recognized, it does not always appear to 
receive sufficient emphasis (see, e.g., pp. 16-17). The same difficulty 
appears in the consideration of international economic relations. Sure- 
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ly the general principles suggested as a basis for international economic 
policies (p. 639) seem rather unreal when we take into account the re- 
cent spread of totalitarianism. 

In conclusion it may be said that this is a worthy addition to the 
list of introductory texts. There is a nice balance of emphasis in the 
division of space, the illustrations are well chosen, and the authors dis- 
play a facility in summarizing theories in clear and simple language. 
This text should be well received in Canadian schools, and there is no 
good reason why its use should be confined within the boundaries of 


the Dominion. 
J. E. Morrat 


Indiana University 


Les Nouveaux courants de la théorie économique aux Etats-Unis, Vol. I: 
L’ Economie institutionnelle. By GAETAN Prrov. 2d ed. Paris: Les 
Editions Domat-Montchrestien, 1939. Pp. 230. Fr. 85. 


In the first of his four volumes dealing with “New Currents in Eco- 
nomic Theory in the United States” (2d ed., 1939), Professor Pirou has 
discussed the work of the “‘precursors,”’ Veblen, J. M. Clark, and H. L. 
Moore. He also indicated the topics of the three later volumes, institu- 
tional economics replacing rational, dynamic economics replacing 


static, and ‘‘directed’”’ economy in place of ‘‘automatic”’ (économie 
spontanée). The present volume presents the author’s treatment of the 
first of these three divisions. The first of five chapters, roughly a third 
of the volume, gives in one section an illuminating discussion of the 
“new currents” in psychology and in a second the reaction of economic 
theory to modern psychology. In the treatment of psychology the em- 
phasis is also on American writers (along with French), particularly 
William James, behaviorism, and instinct theory, with considerable 
notice of sociology and social psychology, notably the work of Dewey. 
The application to economics is concerned with the American marginal- 
ists, featuring Irving Fisher and J. B. Clark as the “two most impor- 
tant,”’ but with notice of many other writers. 

The second chapter discusses under a somewhat similar arrangement 
the movement in law and jurisprudence, with the related tendency in 
economics illustrated by the work of Ely, Commons (Legal Foundations 
of Capitalism), and Berle and Means (The Corporation and Private 
Property). Chapter iii is an analysis and critique of Commons’ /nstitu- 
tional Economics and chapter iv a brief discussion of the collective work, 
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Economic Behavior, by W. E. Atkins and colleagues of Washington 
Square College. (The author has used the second edition in two vol- 
umes, recently superseded by a one-volume work of considerably dif- 
ferent content.) 

A concluding chapter on the scope and meaning of institutionalism 
surveys the whole movement, beginning with the paper presented to 
the American Economic Association in December, 1918, by Walton H. 
Hamilton, and gives the author’s interpretation and appraisal. He em- 
phasizes the contribution of institutionalism in enlarging and making 
more flexible the compass and framework of economic discussion, par- 
ticularly by bringing it into relation with jurisprudence, psychology, 
and sociology. The movement has made economics take account of 
the variable legal and institutional setting of economic life and has 
also made it less narrowly logical or rationalistic, in consequence of 
psychological realism and of shifting the emphasis from the atomic in- 
dividual to society and culture. On the other hand, institutionalism is 
criticized for lack of definiteness and of positive or constructive achieve- 
ment. It presents, says our author, a sort of “‘confession of helpless- 
ness”; it has rejuvenated the conceptions employed in economic dis- 
cussion but has been unable to reconstruct the theory of the economic 
mechanism. 

What the reviewer chiefly misses in the work of Professor Pirou him- 
self is a clear characterization of the distinctive nature and task of an 
institutional treatment of economics, placed in its proper complemen- 
tary relations with other approaches or methods. 

FRANK H. KNIGHT 
University of Chicago 


Casebook in American Business History. By N.S. B. Gras and HEN- 
RIETTA M. Larson. New York: F. S. Crofts & Co., 1939. Pp. 
viii+765. $5.00. 

In line with Harvard practice in other fields, Professor Gras and Dr. 
Larson have compiled the volume under review. It is built around, and 
indeed could not be understood without, Professor Gras’s recent book 
on Business and Capitalism. This traced the development of five 
stages: petty capitalism, mercantile capitalism, industrial capitalism, 
financial capitalism, and national capitalism. Capitalism is defined as 
the formation and use of produced instruments of production; business 
capitalism emerged with the development of markets. “‘The heart of 
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business is administration,” say the authors, and conclude that ad- 
ministration—that is, policy-making, management, and control—can 
best be studied through the individual businessman or enterprise. The 
objective of this book is, therefore, the study of decisions made and 
actions taken under varying circumstances in the pursuit of private 
profit and social gain in American business. 

The Casebook is designed to afford the basis for a two-semester 
course of three hours a week, and for such a course a list of ninety 
topics is set up, of which, however, over half are based on outside read- 
ings not included in the text. Many of these hour assignments cover 
subjects that might well each constitute a three-hour semester course. 
Such are “Economic Stages,” “Early Industrial Revolutions,” “‘His- 
tory of Crises and Fluctuations in Business,” “Rise and Development 
of Commodity and Stock Exchanges,” “Railroad Management,” 
“Industrial Capitalism and Social Engineering in the Manufacturing 
Field,” “History of the Department Store,” ‘‘Associations and Com- 
binations,”’ “Secular Trends in Business,” “Recent Economic Sys- 
tems,” and ‘‘National Capitalism.” To attempt to master any one of 
these, or many others of similar scope, is to essay the impossible or to 
reach hasty and superficial impressions. 

The cases cover a wide range, although, as the authors themselves 
point out, there are serious gaps. Beginning with Sir Thomas Smythe 
—a merchant who attempted more than he could compass—at the 
end of the sixteenth century, the cases range over the field of American 
business, with a few side glances at England and Europe, down to the 
New Deal and National Socialism. Implicit in the organization of 
material is Professor Gras’s theory of economic stages. Unless this is 
accepted, the Casebook becomes merely a collection of interesting 
factual material. 

The use of a casebook, even in a well-organized and fairly well- 
defined field of knowledge, makes heavy demands upon the time and 
ability of both student and teacher. But in a pioneer and unorganized 
area such as business history, its success is highly problematical. A 
skilful teacher with a thorough command of the field and students with 
a background of economics and economic history plus business ex- 
perience are required to make it workable. The use of the book will 
probably be limited to Professor Gras’s own classes. There is no index. 


E. L. BOGART 
New York City 
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